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Abstract 

This thesis aims at investigating the impact of diversity in board characteristics and earnings 

management practices in the UK. In addition, the thesis also examines the role of internal audit 

function as a moderator. Using corporate governance theories including agency, stakeholder 

and upper echelon theory, three  key functions of board were presented including monitoring, 

mediating and advising roles. Effectively acting on these functions, the board can reduce 

earnings management practices as monitoring allows for controlling manipulations in financial 

reporting, mediating role aligns conflicts between shareholders, stakeholder and managers to 

ensure incentives for seeking opportunities for private gains are lowered and advisory role 

allows better execution of financial reporting, thus constraining earnings management 

practices.  

Prior research noted that the effectiveness of boards in functioning as a monitoring, mediating 

and advisory role can be impacted by board characteristics. For this thesis, board gender 

diversity, board director independent, board size, board financial skills were employed. 

Further, internal audit function was applied as a moderator to assess if the interaction between 

board characteristics and internal audit function influences this relationship. 

Pooled OLS, fixed effects and random effects were applied using a sample size of  3190 firm-

year observations. Results reveal significant relation between board characteristics except for 

board size. Including the moderating effect of audit quality only influence board gender 

diversity and board independence.  

The primary contribution to prior research in this field is the extension of including internal 

audit function which to the knowledge of the researcher is the first work in the UK settings. 

Regulators, governments and corporate councils can overall get an indication of corporate 

governance structure and its relation with earnings management with the addition of also 

investigating these relations using internal audit functions.  
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1. Introduction 

Worldwide, numerous infamous cases of earnings management practices are known including Waste 

Management (1998), Enron (2001), Worldcom (2002), Xeror, Parmalat, Tyco (2002) and Lehman 

Brothers (2008), Satyam (2009) and so on. These accounting scandals directly or indirectly hold 

earnings management as the core phenomenon for their occurrence (Goncharov, 2005). Earnings 

management can be described as the purposeful act of manipulating accounting practices to achieve 

desired levels of earnings (Gavious et al., 2012 and Orazalin, 2019). Healy and Wahlen (1999) define 

earnings management as the following, 

“Earnings management occurs when managers use judgement in financial reporting and structuring 

transactions to alter financial reports to either mislead some stakeholders about the underlying 

economic performance of the company or to influence contractual outcomes that depend on reported 

account numbers” (Healy and Wahlen, 1999, p. 368). 

Schipper (1989), refers to earnings management as  “disclosure management” for the purpose of gaining 

private gain for shareholder and managers. Thus, financial reporting is subject to false representation 

of the true financial performance of the firm when management seeks opportunistic practices to obtain 

private gains (Healy and Wahlen, 1999; Dechow and Skinner, 2000). 

The United Kingdom (UK) itself has also witnessed a series of earnings management cases ranging 

from the notorious early cases of Maxwell Communications and Polly Peck in 1980s and 1990s to more 

recent cases of the Royal Bank of Scotland in 2008, Autonomy in 2011, Tesco in 2014 and so on 

(Patrick, 2017). In fact, it was the cases of Maxwell Communications and Polly Peck and it’s major 

failure in corporate governance structure that drove the establishment of the first ever Financial 

Reporting Committee (FRC) in 1992 (Mallin, 2016). This committee was dedicated to set out codes on 

board composition which ensures that companies listed on the London Stock Exchange follow a set of 

rules on board composition allowing them to achieve strong corporate governance structures aiming at 

preventing earnings management to foresee long term sustainable growth. This committee was known 

as the Cadbury committee and was the start of the era of corporate governance in the UK.  They define 

corporate governance as the following, 

“the system by which companies are directed and controlled. Boards of directors are responsible for 

governance of their companies. The Shareholders’ role in governance is to appoint the directors and 

the auditors and to satisfy themselves that an appropriate governance structure is in place” (The UK 

Corporate Governance Code, July 2018, p. 1). 

Weak corporate structures create agency costs, information asymmetry and reduces investor’s trust. 

Constraining earnings management is not only important to showcase true financial reporting but also 

to protect the company from reputational impact (Francis and Wang, 2008).  
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The FRC has published revised rules on corporate governances over the years since 1992 until the latest 

UK Corporate Governance Report published in 2018. Some of these rules regarding board composition 

constituted as the splitting of CEO and board chairman role and to include more independent directors 

with some having financial experience.  Moreover, internal audit was given focus to act as an internal 

control system that effectively checks the quality of financial reporting. Further, towards 2011 gender 

diversity became a prominent topic of concern as the inclusion of women to men in top management 

teams were seen to be progressing relatively slowly. Complementing gender diversity, a focus was also 

put on the role of diversity itself to include people from different backgrounds, experiences, skills, age, 

nationality, ethnicity etc.  

Board of directors act as the most important steering mechanism to ensure strong corporate governance 

structure. It is the responsibility of the board of directors to lead, direct and protect the interest of its 

shareholders and stakeholders (Fama and Jensen, 1983; Jensen and Meckling, 1976; Freeman and Evan, 

1990). Therefore, it is their responsibility to prevent earnings management practices that may impede 

the company’s goals and value maximizing settings. To assist these roles and responsibilities, the board 

can be categorized into three key functions i.e. monitoring, advisory and mediating interest between 

shareholders and eventually stakeholders. These three key functions are derived from agency, 

stakeholder and Upper Echelon theory (UET) and the board’s effectiveness in performing these 

functions depends on their corporate governance structure. As also explained by FRC, compliance of 

the principles set out by the reforms are not mandatory, but disclosure of corporate governance 

statement is. The principles are provided with the flexibility which the board of directors are to take and 

apply to their own company’s situations. It is the responsibility of the board of directors to implement 

these rules on board compensation in an efficient manner as such that it increase quality of earnings for 

long-term sustainable growth, competitive advantage and investors trust by monitoring, advising and 

mediating conflicts between shareholders and stakeholders.  

As noted, for the BoD to function effectively, the composition of board structure is paramount. Prior 

research suggests that for the purpose of monitoring and mediating conflicts between shareholders and 

eventually stakeholders, board directors independence, CEO-board duality, board gender diversity 

(BGD), board size and financial knowledge are some of effective dimensions of board diversity 

characteristics. For advisory purposes, some of the researched board diversity characteristics that can 

impact effectiveness of the functioning of the board include education, career experience, age, 

functional track, gender, ethnicity, nationality and race 

Further, in addition to the board of directors acting as the most important steering mechanism, the 

internal audit acts as the sounding board to the audit committee which is another internal control 

mechanism. An effective internal audit function (IAF) is crucial in ensuring true financial reporting.  
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The importance of internal audit function and its composition is also highlighted by the FRC noting it 

as an additional control system for financial quality check.  

1.2 Problem Statement and Research Question 

In today’s globalized and competitive markets, incentives for earnings management continuous to rise 

in hopes of meeting competitive goals set up by shareholders to obtain private gains. In addition, given 

the dispersed ownerships seen in the UK, where information asymmetry and agency costs contribute to 

conflicting interest between various shareholders and various stakeholders, the cases of earnings 

management practices are not short. Given the continuation of numerous cases of earnings management 

in the UK and increasing awareness of diversity in good corporate governance structure,  it is vital to 

assess effective board composition and its impacts on earnings management practices. Prior research in 

this filed has focused primarily on firm performance with earnings management emerging as a relatively 

phenomenon with primary research being conducted in the US settings. Given the high potential 

consequences including losing investor’s trust, fines from regulations, reputational impact and even 

risking bankruptcy, research on earnings management and board composition has become one of the 

frontier in modern corporate governance research. In addition, due to an increasing call to to consider 

characteristics that may moderate the impact of board characteristics on firm outcome (Byron and Post, 

2016), internal audit quality is added as extension to this thesis to assess it moderating effect on board 

composition and constraining earnings management as internal audit can act as additional check for 

financial reporting. Recognizing the importance of diversity in board characteristics in constraining 

earnings management and the moderating effect that internal audit function may bring about to the 

association, this thesis seeks to examine the following research question, 

“How does diversity in board of directors impact earnings management and what role does internal 

audit function play as a moderator in the case of UK listed companies?” 

This thesis seeks to investigate several board characters including board gender diversity, board director 

independence, board size, CEO-board duality and board director financial experience on earnings 

management. In addition, internal audit quality will be employed as a moderator to investigate if it 

enhances the association between the board characters and earnings management. Ordinary least square 

(OLS), fixed effects and random effects econometric methods will be utilized to. Firm-specific control 

variables are also included in the model. 

1.3 Motivation for Research 

There are three main motivations for this study. First, an abundant amount of research exists on 

investigating the relation between board characteristics and firm performance. However, research on 

board characteristics on earnings management is a relatively scarce. This is especially true when taking 

into account that majority of the known literature on EM and diversity in board characteristics deal with 

gender related diversity only. Thus, this creates a knowledge gap on how board diversity impacts 
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earnings management beyond gender diversity. Second, a considerable amount of research exists on 

board characteristics and earnings management activities in the US setting. (Xie et al., 2003; Klein, 

2002 &Abbott, 2004). However, such research is scarce in the UK setting. The UK and US environment 

is different in various ways including different corporate governance codes and requirement (UK 

Corporate Governance Codes), cultural and sociological aspects (Hofstede, 2001) and also in their 

means of carrying out earnings management practices (Brown and Higgins, 2001). Third, internal audit 

function (internal audit quality) is added as a moderator as prior suggests that an additional internal 

control mechanism would help the BoD in their effectiveness in functioning. This specific research in 

the UK setting is not known to exists as far as the author’s knowledge goes and therefore this acts as 

another knowledge gap that is interesting to investigate. 

1.4 Delimitation 

This thesis uses Agency, Stakeholder and Upper Echelon theory as the corporate governance theories 

to assess key functions of the board. However, various other theories exist in assessing board functions 

and board composition. These include stewardship theory, resource dependency theory, institutional 

theory, resource based view and various more. These have not been reviewed fully in this paper due to 

time limitation and scope of the paper. However, where possible, some of these theories have been 

added as complementary theories at a brief level. Moreover, board characteristics and their effectiveness 

in functioning are subject to limitations such as the lifecycle stage in which the company is present in, 

the dimensions of national boundaries, CEO influence, poor commitment of board directors, cognitive 

boundaries and social values, ownership concentration and dominating family influence in decision 

making with the latter two seen more in Eastern countries. This paper will keep these limitations on 

mind when discussing the findings and will only include some firm-specific control variables and will 

not account for the rest of the limitations specifically in the econometric models applied. Further, five 

board characteristics are chosen to be analyzed in this thesis. However, as it will also be discussed in 

chapter 2, several other board characteristics are suggested by prior research which can impact 

effectiveness of the functioning of board directors on earnings management. However, due to the scope 

of the thesis, five characteristics have been chosen based on their relevance to the paper and also 

availability of data. 

1.5 Structure of the Thesis 

Chapter 2 will provide an overview of relevant literature. It will start off with understanding corporate 

governance and earnings management and its relevance in the UK setting. Next, a brief review of what 

boards are will be discussed leading to the main focus of the thesis i.e. the function of board of directors. 

To that corporate governance theories will be applied to establish an effective board composition that 

can be beneficial for constraining EM practices. The characteristics forming the board composition will 

be looked into one by one and hypothesis on their impact on EM practices will be proposed. Last, 

literature on internal audit function will be reviewed to propose its hypothesis.  
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Chapter 3 is the methodology section. It describes the sample selection process. It also showcases the 

operationalization of the dependent variable (earnings management), independent variables (board 

gender diversity, CEO-board member duality, board size, board independence, board financial 

experience, audit quality) and control variables (firm size, return on asset, leverage, Tobin’s Q ratio). 

This chapter also presents the econometric methods and their justification. 

Chapter 4 is the chapter on results which starts with descriptive statistics and correlation analysis. 

Results from the three models are presented here and brief inference of the results are presented. The 

chapter ends with a robustness test to test the results.  

Chapter 5 is the discussion chapter  where the results are compared to prior researches and possible 

limitations and explanation for differences are presented. 

Chapter 6 is the conclusion which provides an overall summary and conclusions to the thesis. Potential 

limitations, implications and avenue for future research also provided.  

2. Literature Review 

2.1 Corporate Governance and Earnings Management 

Corporate governance is a relatively recent concept in the field of economics and business. This 

phenomenon is developed on various disciplines including economics, business management, 

accounting, corporate finance and law. Only in 1970s was the term corporate governance officially 

coined by the Federal Securities and Exchange Commission (SEC) in the US (Mallin, 2016). In the UK, 

the concept of corporate governance became more frequently used in 1990s after infamous cases of 

earnings management were brought to light.  

Corporate governance can be described as the steering mechanism that allows corporation to manage 

their corporate affairs and collective decision making in order to meet the goals set up by the corporation 

(Scherer et al 2020 & Claessens and Yurtoglu, 2012). The Cadbury Report published in 1992 by the 

first financial reporting committee in the UK defined corporate governance as “the system by which 

companies are directed and controlled. Boards of directors are responsible for governance of their 

companies. The Shareholders’ role in governance is to appoint the directors and the auditors and to 

satisfy themselves that an appropriate governance structure is in place” (The UK Corporate 

Governance Code, July 2018).  

Over the years, although these statement still holds true, with advent of globalization and foreign direct 

investments, this becomes increasingly challenging especially where ownership is dispersed. Therefore, 

corporate governance has become a vital steering mechanism in managing operating at not only in 

complex environments but also at international levels.  
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Effective corporate governance leads to sustainable earnings and constrains earnings management 

practices. Pioneer work on defining the act of earnings management stems from Healy (1985). The 

authors found that managers may manipulate of accruals to gain private gains. One of the most common 

definitions of earnings management is that by Healey and Wahlen (1999) who describe earnings 

management as the act of misleading stakeholders about economic performance in order influence 

outcomes of contract that depends on economics performance. Schipper (1989) refers to the EM 

practices as disclosure management for obtaining private gains for stakeholders and managers. The 

degree of practicing EM is especially found to be higher in companies where management 

compensations are highly influenced by stock values and firm outcome. (Cohen et al., 2019; Cheng and 

Warfield, 2010). As also noted by Schipper and Vincent (2003) and Thomas and Zhang (2002), it is 

common for investors to primarily look at earnings compared to other important dynamics such as cash 

flows, dividends, leverage etc.  

Field et al. (2001) describes two types of earnings management practices – (1) opportunistic earnings 

management and (2) informative earnings management. Opportunistic earnings management occurs 

when managers deliberately seek to misguide shareholders in order to obtain abnormal private gains 

(Healy, 1985). Informative earnings management occurs when shareholders gain from earnings 

management by signaling private information from managers to achieve private gains or to reduce 

regulatory, political and reputational costs (Watts and Zimmerman, 1986). Thus, the aim of 

opportunistic EM practices to seek management’s objective and that of informative EM practices is to 

meet shareholder’s objective.  

Schipper (1989) provides the most extensive point of view of earnings management and includes any 

manipulation activity that can impact financial reporting and either be legitimate (following the 

Generally Accepted Accounting Principles (GAAP) or can be non-legitimate (accounting frauds). 

However, it is still important to note that sometimes it can difficult to assess if earnings management is 

opportunistic or a legitimate reporting error. There are wide approaches to earnings management 

activities ranging from conservative manipulation, legitimate reporting and deliberate earnings 

management practices (Dechow and Skinner, 2000). 

In this thesis, Healy and Wahlen’s definition to earnings management will be used. Thus this paper 

assumes that EM practices occur only on deliberate basis for the sake of obtaining private gains. Further, 

this this thesis only focuses on opportunistic EM practices. 

2.2 Corporate Governance and Earnings Management in the United Kingdom 

In the UK, corporate governance reforms are provided by the Financial Reporting Council (FRC). These 

reforms provide basic rules of effective corporate governance that the board can apply to their company. 

These reforms have developed over time depending on external environments such as increasing 
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earnings management cases, call for diversity, economics crisis etc. and strives to continuously revise 

old reforms to publish reforms with rules that fit the economy. 

Accounting scandals are known to the U.K. economy due to their failing corporate governance 

structures. Dating decades back in 1980s, the well-known cases of earnings management include 

Maxwell Communications and Polly Peck (Alkalbani, 2017; Mallin, 2016). In both cases, earnings 

management was used directly or indirectly to manipulate financial reporting to create a rosy picture of 

the company. In the case of Maxwell Communications, this allowed the CEO to borrow loans from 

banks to which the company later collapsed with U.S. $4.4 billion in debt (Cohen, 1991, NYTimes). In 

Polly Peck, CEO used earnings management to manipulate sales to his own personal benefit leading to 

an approximate of £29 million theft (Croft and Binham, 2012, FT). Consequent to these earnings 

management cases and corporate governance failures, the Cadbury committee was established by the 

UK government to oversee financial accounting practices to regain trust in shareholders, stakeholders 

and investors. In 1992, this committee issued the first corporate governance code known as the Code of 

Best Practice and were adopted by London Stock Exchange and New York Stock Exchange. The 

requirements included independent board member presence of at least two, separation of the role of 

chairman of board and CEO and monitoring at the board level to also reduce conflicts of interest and 

influence of “power” etc. (Magnanelli and Pirolo, 2021 & Alkalbani, 2017) 

Following the Cadbury report (1992), the Turnbull Report (1999) was released which emphasized its 

focus on earnings management. According to the report, it is the responsibility of the company to 

maintain its functioning effective to ensure good quality of financial reporting. Effective controls should 

be in place to ensure true, trustworthy and reliable financial and accounting reporting to prevent fraud. 

For this purpose, the report recommends the use of internal control systems such as internal audit. 

In light of the tech bubble in early 2000s, and the falling of Enron and Worldcom. occurred which led 

to a review of corporate governance codes again. The Combined Code (2003) was the output of the 

review which brought about more strict recommendations including annual evaluation of all directors, 

disclosure of number of meetings and directors’ attendance and inclusion of directors who are non-

executive. Moreover, it was recommended that at least three independent directors should be on the 

audit committee with one holding financial experience. Further, it was added on to consider greater 

diversity in terms pf experience, gender, age, ethnicity, nationality and other backgrounds. This code 

was a combination of recommendations by the Higgs Report (2003), The Tyson Report (2003) and the 

Smith report (2003). Combine code (2003) was followed by an amended version named Combined 

Code (2008), which was later revised to UK Corporate Governance Code (2010). 

In 2011, gender diversity became a topic of concern due to its slow progress. For that, Davis Report 

(2011) was written which reviewed the current number and position of female directors on UK board. 

Lord Davis (2011) noted that success rate of women at university level and early careers tends to be 
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high, however only 12.5 and 7.8% if female directors were appointed for FTSE 100 and FTSE 250 

companies respectively. Therefore, this report, at that point, set expectations to achieve 25% female 

representation on FTSE 100 boards by 2015. The Davis Report (2011-2015) were complemented by 

UK Corporate Governance Code (2012) to set out policies that include targets, processes and progress 

towards gender diversity. The Hampton-Alexander Review (2016) also held its focus on improving 

female inclusion in top management team. Several recommendations were made including a target of 

33% of female representation on all FTSE 350 by 2020.  

Corresponding reforms included various topic with a major focus on ensuring financial reporting that 

is true. For that UK Corporate Governance Code (2014) and (2016) set out recommendations regarding 

Internal Audit as they act as an internal control mechanism to EM practices. They recommended that 

boards monitor their internal audit controls annually to report its effectiveness. Moreover, the audit 

committee was recommended to be fully transparent in their assessment of EM and other matter.  

It is the responsibility of board of directors to works towards standards set out by FRC. Some board 

characteristics that have been noted to support the effective functioning of the board of directors are 

independent directors, board diversity, discouragement against  CEO board duality, focus on training 

and having some financial skills. Although these reforms are in place for board of directors, EM cases 

are still apparent. Some notable ones in the UK include Royal Bank of Scotland in 2008, Autonomy in 

2011, Tesco in 2014, Patisserie Valerie in 2018. It is the responsibility of board of directors to achieve 

otherwise they can risk the high potential consequences including losing investor’s trust, fines from 

regulations, reputational impact and even risking bankruptcy. However, it can be difficult to control for 

all characteristics that may impact the incentives for EM practices such as the lifecycle stage in which 

the company is present in, the dimensions of national boundaries, CEO influence, poor commitment of 

board directors, cognitive boundaries and social values, ownership concentration and dominating family 

influence in decision making with the latter two seen more in Eastern countries. Therefore these codes 

presented by the FRC are not rigid rules but are offered with flexibility to account for board of directors 

to account for such matter as well.  

Below Table 1 provides a brief overview of  the most relevant  reforms passed in the UK from the time 

span of the first corporate governance report up to  the latest work published
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Table 1 Overview of Reforms in the United Kingdom (1992-2018) 

Title of Reform Publication Year Key Points and/or Key Changes 

Cadbury Report 1992 • Minimum two independent directors to present in the board.  

• Same individual cannot be the CEO and also sit as the chair of the board 

• Internal audit committee should also constitute independent and non-executive directors.  

Turnbull Report 1999 • Combines several reports and their revisions published between 1992 and 1999 

• Prime focus is on preventing earnings management and therefore recommends system of controls 

including board of directors and internal audit functions 

Higgs Reports 2003 • Minimum 50% of board directors should be non-executive independent directors.  

• Annual evaluation of board of directors 

Tyson Report 2003 • Evaluate hiring process for independent and non-executive directors  

Smith Report 2003 • Roles and responsibilities of internal audit members laid out 

• Recent and relevant financial experience of members in audit  

Combined Code  (2003) 2003 • Higgs, Tyron and Smith reports combined to form the combined code. 

Combine Code (2006) 2008 • Small adjustments to combined code (2003)  

Combine Code (2008) 2010 • Independent board chairman also allowed to sit in the internal audit committee.  

UK Corporate 

Governance Code (2010) 

2010 • Chairman of board to review knowledge of board members and ensure purposeful training if 

needed. 

Davis Report (2010) 2011 • Focus on inclusion of women in board especially in FTSE 350 firms.  

• Aim is to achieve 25% female board representation by 2015. 
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Title of Reform Publication Year Key Points and/or Key Changes 

UK Corporate 

Governance Code (2012) 

2012 • Policies regarding effort to include women should be in place 

UK Corporate 

Governance Code (2014) 

2014 • Reviews and updates the UK Corporate Governance Code (2012) 

• Focus on risk management 

Hampton – Alexander 

Review 

2016 • Reviews women representation in leadership positions 

• Aim is to achieve 33% female board representation by 2020 

UK Corporate 

Governance Code (2016) 

2016 • Reviews and updates the UK Corporate Governance Code (2014) 

• Includes new Auditing Standards (2016) to ensure alignment with European Union’s Regulation 

and Directive.  

UK Corporate 

Governance Code (2018) 

2018 • Focus on ensuring a positive relation between company, stakeholder and shoulder 

• Focus on high quality board composition and inclusion of diversity.  
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2.3 Board of Directors 

2.3.1 What are the Functions of Board of Directors 

Today, the debate on what interests corporations hold, what strategic direction they should take and 

what conflicts to prioritize still remains open. Corporate governance practices and their implications 

cannot be assessed based on a standard form. The approach that companies take on shapes the BoD and 

eventually the composition of BoD required to carry out their function effectively and efficiently.  

Authors have presented different approaches to perceiving the functions of BoD. The principal-agent 

dilemma approach undertakes the conflicts of interest that may exists between the owners and managers 

of the company, also referred to as the agency theory. Based on this theory, a monitoring role is implied 

as the function for BoD. The agency theory assumes the  monolithic capitalistic view which suggests 

that the focus of corporations should only be on maximizing shareholder value, also known as the 

shareholder value theory (Sundaram and Inkpen, 2004).  

Other authors contradict the agency and shareholder approach and argue for an inclusive approach that 

considers a wider range of stakeholders, called the stakeholder theory (Aguilera and Jackson, 2003; 

Cadbury, 2003 & Weaver et al, 2016). This theory suggests BoD to holds mediate the conflicts between 

all shareholders and stakeholders.  

In contrast to above theories, some authors apply an optimistic view that interests are aligned amongst 

stakeholders and therefore, the theory suggest the BoD to hold an advisory role to bring about the 

individual skillsets, experience and knowledge that all shareholders and stakeholders have to be used 

to reach their strategic opportunities and goals, also known as the stewardship theory.  

Other authors complement theories to include underlying demographics of BoD to understand the 

implications of corporate governance practices, known as the Upper Echelon theory (Hambrick, 2007). 

This is also similar to the resource based view and social identity theory which proposes that individuals 

bring their own set of resources and cognitive frame that can be used as advisory roles. 

In more recent decades, there has been a focus to extend the inclusion of stakeholders to incorporate 

social responsibilities in order to account for negative externalities that companies may bring about in 

order to align their company goals (Ulrich, 2008, Palazzo and Scherer, 2006 & Scherer et al 2020).  

For the purpose of this paper, the broad perspectives of principal-agent alignment, with the capitalistic 

view, inclusion of a broader range of stakeholders and underlying demographic characteristics of Board 

that may impact the implications of corporate governance practices will be captured to understand the 

corporate governance and its implications on corporate responsibilities. For this, (1) agency theory,  (2) 

stakeholder theory and (3) Upper Echelon Theory will be discussed to address the perspectives 

respectively. The assumptions, contributions and limitations of these theories with regards to firm 

interest will be analyzed. 
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2.3.1.1 Agency Theory 

Substantial research into corporate governance stems from agency theory, which holds its development 

dating back to works of Berle and Means (1932). Since the early works of the authors, they have 

contributed to the significant focus in corporate governance on researching the alignment of ownerships 

and rest of management, especially with increasing complex business models due to dispersed 

ownerships and advent of globalization. In their research, the authors performed an empirical analysis 

on the 200 largest US companies and found that owners had very little understanding of the company 

as operations and strategic decisions were performed by managers leading to not only conflict in interest 

but also information asymmetry. Assuming that companies is reduced down to include only two 

participants i.e. shareholders and managers, the theory realizes the potential inherent divergence in 

interest between these two parties (Jensen & Meckling, 1976). This was assessed to be the root cause 

of the misalignment between the interests of owners i.e. the principal and the management i.e. the 

agents. The misalignment is also known as the “principal-agent” dilemma (Fama, 1980) 

This theory further assumes the pessimistic notion that humans are self-interested and are reluctant to 

compromise at the expense of their own costs to meet other’s interest (Donaldson and Preston, 1995). 

As such, according to the theory, the interests of  shareholders is to maximize their shareholder value 

and while that of the managers is opportunistic and self-serving (Podrug et al., 2010). For manager that 

could include rent seeking practices for better compensation, salary raise, remuneration etc (Hart, 1995). 

This might even lead to managers taking on short-term gains and adopting accounting methods to 

manage earnings in order to showcase their expertise with the intention of empire building for private 

gains. (Visvanathan, 2008; Deegan, 2013 & Magnanelli and Pirolo, 2021). Earnings management 

incentives can also occur to meet government and institutional regulations. (Chatterjee; 2020; Healy 

1985). Such incentives can lead to false financial reporting and earnings manipulation. 

The extent to which management acts on their personal gains at the expense of the shareholder is called 

agency costs. Jensen and Meckling (1976) describe agency cost as “the sum of monitoring expenditure 

by the principal to limit the aberrant activities of agent”. Although agency costs are inevitable, with 

good corporate governance practices, these costs can be reduced (Gursoy and Aydogan, 2002). To 

reduce agency costs, owners use monitoring mechanisms to steer the company in the direction that they 

aim by the means of two ways - (1) contractual agreements (2) monitoring of agents by BoD. First,  

with the use of contracts not only for managers in the company, but along the entire supply chain 

including suppliers, manufacturer, production lines, customers etc., owners can put conflicting 

objectives in equilibrium through this legal framework. Contracts allow individuals to act in their self-

interest as long as the interests of maximizing shareholder value retains. Shareholder theory also 

complements the concept of contracts as it argues that agents in the company and along the supply chain 

are protected by contractual agreements and other regulations and therefore, the shareholder’s act as 

natural residual claimants (Sundaram and Inkpen, 2004). Second monitoring mechanism is the BoD. 
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The BoD act as a governing function to monitor the actions of managers to ensure there is alignment 

between their interest and that of shareholders (Jensen and Meckling, 1976; Donaldson and Davis, 1993; 

Hermalin and Weisbach, 2001 & Rowley et al, 2017).  

The agency not only holds its grounds for the principal-agent dilemma, but can also arise if a major 

shareholder exists. Major owners might tend to pursue strategies that benefit them but are at the cost of 

minority investors, i.e. the so-called private benefits of control. Further, the monitoring role is also more 

justifiable when dispersed owners are present instead of concentrated cases. This is especially the case 

in the UK and US. Therefore, it is the role of BoD to monitor the interest also amongst all shareholder 

to ensure there is alignment between major and minors stakeholder so an equilibrium is reached.  

The implications of the agency theory to corporate governance practices are therefore that the BoD need 

to provide a monitoring function to ensure that shareholder’s interests are met by the managers to 

resolve agency costs to a certain extent. With agents as the managers, the owners as the principals, the 

role of BoD is to acts as monitoring mechanism, the firm is expected operate effectively and efficiently 

leading to lower acts of earnings management (Mallin, 2004). Further, the BoD also holds a mediating 

role to align interests amongst shareholders to decrease incentives to act in an opportunist manner for 

private gains. This is especially true where ownership is rather dispersed as in the case of the UK.  

Further implications of the theory relate to diversity in the composition of BoD. In other words, board 

composition can impact the effectiveness in monitoring the management including characters such as 

board independence, board size, CEO duality and gender diversity. The theory assumes that 

independent board members will be more effective at performing their role than internal members due 

their objective, non-bias behavior leading to reduced agency costs and better firm outcome. Independent 

board members are also not influenced by the CEO and executives (Post et al, 2011; Pearce and Zahra, 

1992; Cohen et al., 2012; Fama and Jensen, 1983; Madhani 2015; Karamanou and Vafeas, 2005). 

Further, the theory suggests more effective monitoring by not having BoD chairman who is also CEO. 

CEO is held accountable by the BoD led by the chairman. Therefore, the separation of these rules is 

assumed to result in better monitoring by the BoD. Last, board size might also impact the effective of 

monitoring. Large board sizer are associated with more opinions and thus more control when making 

decision (Xie et al., 2003). Board gender diversity is associated with ethical and cautious behavior, thus 

more monitoring (Hambrick, 2007; Arun et al., 2015; Post and Byron, 2015). Empirical research on 

these variables and their impact on firm outcome will be further discussed in the next sub-section.  

The above signifies the importance of monitoring both in terms of contracts and that BoD to monitor 

the implementation of these contracts to ensure managers are not using accounting methods to 

manipulate statements in an attempt to increase profits. It is also further important to mediate conflicts 

amongst shareholder so the incentives to obtain private gains are constrained. Weak board composition 
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can lead to performing its function ineffectively which consequently can lead to raised earnings 

management practices.  

Although this theory still holds its ground to this say, the theory also has some shortcomings mainly in 

terms of how the value maximization of the company is defined. The agency theory only assumes that 

the interest of shareholders solely lies towards their maximization. This theory dates back to older 

economic perceptions where this was the goal of the company. However, with the focus on only 

maximizing shareholder value, the BoD can lose focus on longer-term goals in an attempt to increase 

shareholder wealth (Klettner, 2017). This approach therefore not only disregards any other stakeholder 

involved along the business model and supply chain but also any public interest and potential negative 

impact they make have on society (Sundaram and Inkpen, 2004). Due to these reasons, focus has shifted 

to stakeholder-oriented theories over the past few years and will be discussed below. (Magnanelli and 

Pirolo, 2021) 

2.3.1.2 Stakeholder Theory 

The stakeholder theory contradicts the monolithic view of the shareholder theory (Freeman & Evan, 

1990 & Driver and Thompson, 2002) to include a wider range of stakeholder that are involved within 

and outside the company. The work of Freeman (1984) is considered the pioneer effort towards this 

theory of stakeholder (Strategic management: A stakeholder approach, 1984). The works of the author 

marks an important contribution in corporate governance in providing an alternative view to the 

shareholder approach. Freeman (1984) argued that authors should use stakeholders as the unit of 

analysis for their framework with interests that should align across all stakeholders and their value 

maximization. He argues that a healthy company never loses sight of its stakeholders. Short-term profits 

might be achieved by only focusing on shareholders, but with dissatisfied other stakeholders, the 

company cannot survive. In this context, stakeholders constitutes all related employees, associated 

companies, governmental laws and regulations, political views, trade unions and associations, and the 

public (Wan Yusoff et al, 2012).  

Since the Stakeholder theory by Freeman, 1984, many theories have accompanied the stakeholder 

theory. Goodpaster (1991) describes an apparent paradox between management and shareholders. He 

argues that management is required to work towards the interest of the shareholders of the company as 

well as also consider all stakeholders of the company to ensure a good relationship is established to 

generate profit. As such, Goodpaster (1991) overpasses the shareholder maximization approach and 

accompanies the stakeholder theory.  

In addition to Goodpaster (1991), other authors have developed a justification of the stakeholder theory 

however based on different underlying arguments. Based on the Kantian principles, Evan and Freeman 

(1993) argued that we are to treat all with respect and therefore all stakeholder's interests must be 

considered. Norman Bowie (1999) developed the work of Evan and Freeman (1993) to develop the 
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ethical theory of business also claiming that it is not ethical to only focus on shareholders. Phillips 

(1997) provides a different perspective arguing for the stakeholder theory in terms of the principle of 

fairness. His work argues that it is a moral obligation to value all stakeholders fairly when making 

strategic and operational choices. Other authors provide a different perspective to the stakeholder 

theory. (Philips et al., 2003) use the network of relationships as their point of argument. According to 

the authors, the company should focus on all stakeholders to create a network of relationships rather 

than looking at the shareholders only as a standalone actor. 

However, in recent times, this theory has also receives its critiques of not including the sustainable 

operations and societal responsibility. In fact, Jensen (2001) critiques the stakeholder theory to only 

consider the profits for the firm’s stakeholders. He argues that the success of a company should not only 

be measured by the gains that the stakeholders receive but should consider other key problems such as 

the working and living conditions of their associated employees, safety measures at workspace, cleaner 

environment, communication from top management team to employees, satisfactions of employees, 

communication amongst the employees and their managers etc. for improved fairness. 

The implications of stakeholder theory to corporate governance practices therefore are that BoD need 

to ensure alignment across various shareholders and stakeholders, the BoD acts as a mediating role to 

align interests of various shareholders and stakeholders to lower the incentives for managers to seek 

opportunities to obtain private gains. Further, it also monitors through contractual agreements and 

monitoring of their implementation across not only shareholders but all stakeholders to ensure financial 

reporting is done at reliable and credible levels.  

Further implications in regards to heterogeneity in board composition are similar to that of the agency 

theory. As explained, the biggest different is the inclusion of various stakeholders in addition to the 

shareholders. As such, independent board directors, non-presence of CEO-board duality, board size and 

board gender are argued to be dimensions of board diversity that are expected to impact the effective in 

the monitoring and mediating role of BoD.  

The stakeholder theory constitutes some limitations; how does one identify all relevant and most 

importantly, how does one assess if the interests are legitimate? Further, all stakeholders may not 

equally hold weight to influence decision-making i.e. not all stakeholders hold an equal position in 

relation to the company and therefore may not even participate in decision making and if they may 

participate, they may not be heard equally as other more influencing stakeholders. Rodrigues et al 

(2002) makes use of 3 categories to differentiate the stakeholders; consubstantial, contractual, 

contextual. It is the responsibility of the BoD to approve relevant stakeholders and ratify the alignment 

of interest amongst stakeholder so they are satisfied to some extent. Consubstantial refers to essential 

stakeholders such as shareholders and employees, contractual parties involve first tier and second tier 

relationships across the supply chain and contextual parties refer to communities and the society. BoD 
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can make use of various frameworks to identify their relevant stakeholders to mediate their interests 

and ensure monitoring.  

More recently, the stakeholder theory has also had a change in paradigm to exclusively consider theory 

corporate governance practices and their implications on the society. This has led to an extension of the 

stakeholder theory, called the enlightened stakeholder theory (Jensen, 2001).  Due to outcome of firms 

leading to negative societal externalities, these firms have become responsible for these societal costs 

with increasing awareness and call for a responsible behavior (Palazzo and Scherer, 2006 & Scherer 

and Palazzo, 2007).  It is therefore not acceptable for firms to only focus on their own interest but must 

consider at least some societal impact. Thus, subject to these societal consequences, firms have 

consequently adjusted their company goals in such ways that they address public costs and externalities 

(Matten and Crane, 2005; Scherer and Palazzo, 2011; & Ulrich 2008).  

Societal responsibility has also become more evident with the advent of internationalization, 

globalization and foreign direct investment. Firms have deviated their operations by outsourcing parts 

of their supply chain to fragile states to allow lower costs and higher profits in order to maximize 

shareholder value in alignment with agency and shareholder  Fragile states can be described as states 

with limited human rights and laws (Scherer, 2018; Scherer et al, 2013 & Naude et al, 2011). This is an 

attempt to allow firms to be cost efficient as labor is cheaper but also diverge the societal responsibilities 

to the outsourced company in these fragile states. Debates related to negative societal impact remains 

ongoing with companies receiving increasing pressure to act responsibly towards to the society  

2.3.1.3 Upper Echelon Theory 

The Upper Echelon theory complements the corporate governance theories on BoD by underlying 

demographic attributes of BoD. The Upper Echelon theory holds the assumption that top management 

teams have substantial impact on firm’s outcome through the decisions that they make which are 

uncertain and possess ambiguity. Individuals holds different vision, perception and interpretation to 

these uncertainties and therefore make different strategies choices. Although the theory of Upper 

Echelon was originally targeted for top management team (TMT), prior research has applied this theory 

to the board of directors, acknowledging that board of directors are a part of the “supra top management 

teams” (Post and Byron, 2015; Finkelstein et al., 2009).  

The earliest work on understanding the complexity revolving upper echelon dates back to the 1950s 

where authors argued that making complex decisions is highly influenced by behavioral factors rather 

than the goal to achieve profit maximization. Cyert & March, 1963). The authors coined this theory as 

the behavioral theory. According to the authors, humans are limited on choice as they are bounded by 

their rationality. The more complex the strategic choices are, the more humans tend to rely on their 

behavior, where strategic choices include formal and informal choices related to the company’s strategic 

and operational directions (Child, 1972). Variation in making strategic decisions due to varying 
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behaviors can lead to idiosyncratic decisions. According to the authors, the behavior of individuals is a 

product of their cognitive base and values when making strategic decisions.  

Strategic decisions include three stages. The first stage is the perception of information based on the 

individual's cognitive base. Here the individual's cognitive base may limit the vision to where attention 

is directed to. Given the cognitive base, the induvial typically notices issues that they are familiar with 

and have experience and/or knowledge about leading to “selective perception” (Cannella and Holcomb, 

2005). The second is the interpretation of the information where individuals use their cognitive base to 

assess its consequences and search for alternatives. Individuals apply their existing experience and/or 

knowledge to search for familiar problems and think towards developing solutions for these problems.  

The third step is to assess the consequences of alternatives to reach a final strategic decision. (Milliken 

and Vollrath, 1991)). Here individuals will evaluate all related alternatives until the “best” decision is 

reached.  

Hambrick and Mason (1984)  built their theory on the premise of behavioral theory with their primary 

focus being on identifying managerial characteristics that can be used as variables to the cognitive base 

and values that upper echelons bring about that impact the company’s outcome – both strategy and 

effectiveness wise. These managerial characteristics are used to help understand how it is that board 

heterogeneity impacts firm outcome and earnings management. The theory recognizes that top 

management team (TMT) are affected by own cognitive base and values which influence their decisions 

on the strategy which ultimately influence firm outcome and stakeholder’s value maximization. (Cyert 

& March, 1963 & Nielsen, 2010. Thus, TMT works within the limitations that their own cognitive 

frame holds (Canella and Holcomb, 2005). 

The implications of Upper Echelon theory to corporate governance practices therefore are that BoD 

need to act as an advisory role based on the various perspectives that individuals bring out . In regards 

to heterogeneity in board composition, UET theory proposes that education, career experience, age, 

functional track, gender, ethnicity, nationality and race can impact earnings management. Further, it it 

also to act as a monitoring function to check financial reporting is not being manipulated.   

To assess the influence of top management on firm outcome and ultimately earnings management, 

several upper echelon characters are suggested as diversity in board characteristics (Hambrick and 

Mason 1984; Carpenter et al., 2004; Waldman et al., 2004; Hambrick, 2007). These include education, 

career experience, age, functional track, gender, ethnicity, nationality and race (Post and Byron, 2015). 

Education, career experience, age, functional track, ethnicity, nationality and race can be used as 

advisory roles for companies given the unique perspectives that individuals are able to bring about due 

to varying characteristics. Further, these can also allow the BoD to perform their monitoring role. In 

particular, education, career experience, functional track and gender are noted to be effective in 

monitoring. In terms of gender, female bring their own set of standards, morals and norms which are 
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usually reserved, risk averse and ethical in nature (Hambrick., 2007; Arun et al., 2015; Post and Byron 

2015). Further, any financial knowledge in terms of experience, functional track, education etc. allows 

for effective monitoring as such directors would have more insights on various methods to manipulating 

earnings managements and are therefore expected to be more efficient in detecting such behavior.  
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Table 2: Summary of Corporate Theories on Board Function 

 Agency Theory Stakeholder Theory Upper Echelon Theory 

Key Points • Principal-agent dilemma i.e. conflicts of 

interest between shareholders and 

managers 

• Individuals are opportunistic and will seek 

means to obtain private gains 

• Includes broader range of parties i.e. 

shareholders and stakeholders 

• Individuals are still opportunistic and 

will seek means to obtain private gains 

• Directors view situation through 

their lenses which is influenced by 

their characteristics and experience  

Function • Key function: monitor managers to reduce 

agency costs 

• In addition: mediate conflicts between 

shareholders and managers 

• Key function: mediate conflicts 

between various shareholders, 

stakeholders  and managers 

• In addition: monitor interests upon 

implementation 

• Key function: advisory role to 

ensure purposeful strategic 

direction 

• In addition: monitor interests upon 

implementation 

Board 

characteristics 

• board independence, board size, CEO-

board duality, gender diversity 

• board independence, board size, CEO-

board duality, gender diversity 

• Education, career experience, age, 

functional track, gender, ethnicity, 

nationality and  race. 

Limitations • Company goal is to maximize shareholder 

value only and does not consider any 

further stakeholders 

• Lack of emphasis to include social 

responsibilities i.e. potential negative 

impact on society 

• Individual cognitive frame may 

limit individual’s boundaries 

leading to bias decision making 
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2.4 Board Gender Diversity Characteristics and Earnings Management 

This section will seek to explain the aforementioned associated characteristics (see table 2) that authors 

have argued to be relevant for an effective board composition to provide monitoring, mediating and 

advisory roles. Recalling, this paper holds its limitation in data availability and therefore the board 

gender diversity characters that will be reviewed is board gender diversity (BGD), board director 

independence (BDI), board size, CEO-board duality, board skills. Further, internal audit committee 

(IAC) will be and its impact on EM practices will be reviewed. 

2.4.1 Board Gender Diversity and Earnings Management 

Abundant research exists on the association between board gender diversity and its impact on firm 

outcome using firm performance as the firm outcome. Board gender diversity is arguably the most 

debated topic in terms of diversity, not only in the world of corporate governance and earnings 

management but other societal grounds.  

Recently the research has increased its range of firm outcome to also include earnings management. 

Although the research is less abundant in EM compared to firm performance, it still provides valuable 

insights. Under UET, men and women differ in their cognitive frame due to the different norms, values 

and beliefs that they hold which are developed throughout their lifetime and influenced through social 

standards (Hambrick, 2008; Arun et al., 2015; Post and Byron, 2015). Accordingly, females have been 

noted to be ethical sensitive and risk averse and are thus less likely to engage in unethical practices 

including earnings management and fraudulent activities to gain private benefit (Pan and Sparks, 2012; 

Lakhal et al., 2015). They are more cautious and conservative in their decision making and are more 

like to showcase conservative and restrained approaches to EM practices (Gull et al., 2018).  

Under stakeholder theory, it is observed that women are more likely to have better communication with 

stakeholders as they are better at retrieving information voluntarily which reduces information 

asymmetry and allow for mediation of conflicts across various shareholders and all stakeholders. 

Further females hold stronger values to the environment are also therefore more likely to include 

societal impact as part of their stakeholder range to be more socially responsible (Khazanchi, 1995).  

Under agency theory, females act as internal control mechanisms to monitor and supervise shareholders 

and stakeholders. According to Adams and Ferreira (2009) and Gull et al. (2018), female directors 

enhance monitoring of the quality of financial reporting which restrains management from aggressive 

reporting practices, thus reducing agency costs (Gull et al., 2018). 

Krishnan and Parsons (2008) support the notion that female directors lower earnings management and 

find that with ethical sensitivity and risk aversion, the quality of information increases which improves 

quality of financial reporting and thus decreases EM. They further noted that companies with more 

female seniors are relatively more profitable and have higher stock returns.  
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Arun et al (2015) carried out his research on UK companies and also found a positive relation between 

BGD and EM quality. In particular, he made use of 1217 firm-year observations to find that companies 

with more female directors and independent female directors make use of more restrained EM practices. 

They also made distinguishment between high debt (leverage) and low-debt companies and found 

female directors and independent female directors also hold a positive relation between BGD and EM 

quality when the company holds low-debt and found no significant impact on high-debt companies. 

Abbott et al. (2012) investigated the U.S. setting and found negative association between BGD and EM 

by hypothesizing that women are more conservative and risk averse in their behavior. Kyaw et al. (2015) 

observed the mitigation effect of BGD on EM, especially in countries that hold higher gender equality 

rights. Na and Hong (2017) noted that females are less likely to engage in aggressive discretionary 

accruals leading to EM. Luo et al. (2017) made use of 11, 831 firm-year observation for Chinese listed 

companies to determine that higher participation of female directors leads to lower EM. They further 

found that the negative relation between female directors and EM is further enhanced when the female 

directors are also independent. More recently, Wahid (2018) utilized US companies and found that 

increase in number of female directors lowered mistakes, fraud involvement and false financial 

reporting due the monitoring effective that female directors hold. Moreover, Fan et al., (2019) observed 

that when only marginal number of  female directors are present on the board, EM is still likely to occur 

and only with a substantial amount of 3 or more female directors is EM manipulation less likely to 

occur. Triki Damak (2018) also noted a significant negative association between BGD and EM practices 

in the French context listed companies in the SBF120.  

On the other hand, various studies have also revealed a negative relation between BGD and EM quality 

(Thiruvadi and Huan, 2011;  Harakeh et al., 2019). Further, some authors also found that BGD does not 

have any impact on EM (Carter er al., 2010 & Sun et al., 2011). 

An important consideration from reviewing prior literature is the impact of across national boundaries 

settings. Kang et al. (2007) argues that national boundaries differ in many context such as different their 

institutions, cultures (Hofstede, 2001), the economics environment, laws and regulations set out by the 

government and their effectiveness, institutional quality and their effectiveness etc. As such, countries 

differ in many aspects and given the controversial topic of female representation in upper management, 

their representation and impact can differ drastically given the country of research. Therefore, it is 

important to note that the above research may not hold true for the setting of the UK. 

In the UK, strong emphasis is put on the under representation of women on upper management teams. 

Due that, several reforms were passed to increase female representations. Davis Report (2010), UK 

Corporate Governance Code (2012), Hampton – Alexander Review (2016) and UK Corporate 

Governance Code (2018) are amongst the reforms including the recommendations to include women 
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on boards. Recalling, the Hampton – Alexander Review aimed at having a minimum of 33% female 

representation on board by 2020 for both FTSE 100 and 350 firms.  

Based on the above discussion on prior literature agreeing to the notion that women bring more 

monitoring, ethical standards, conservative approaches to financial reporting and the significant 

importance of female inclusion set out by FRC, this paper proposes the following hypothesis, 

H1: There is a negative relationship between female inclusion in boards and earnings management 

2.4.2 Board Director Independence and Earnings Management 

Under agency and stakeholder theory, independent board members provide better monitoring as they 

are not influenced by CEO and executive team. They do not have direct or indirect benefits with firm 

financial performances and therefore do not hold incentives to manipulation of earnings. Therefore, 

they are expected to facilitate financial reporting that is a true reflection of the company (Peasnell et al., 

2000a, 2000b; Peasnell et al., 2005; Post et al, 2011; Pearce and Zahra, 1992; Cohen et al., 2012; Fama 

and Jensen, 1983; Madhani 2015; Karamanou and Vafeas, 2005; Klein, 2002) 

Peasnell et al. (2000a) sets an earnings management threshold and compares pre-earnings management 

with this earnings management threshold. The authors employ UK listed companies and show that firms 

with increasing proportion of independent directors have contained income-increasing accruals when 

earnings remain below the threshold. Further, when the threshold is crossed, it is noted by the authors 

that constraints on earnings management are even higher. This only confirms the notion stated that 

independent directors are expected to decrease earnings management practices.  

In similar UK settings, Peasnell et al. (2000b) take on the investigation of earnings management and 

BDI. This time, the area of interest is in terms pf pre and post Cadbury period. Recalling the first 

development of financial reporting committee, the Cadbury period is the time that corporate governance 

was first formally introduced in the UK. The authors find earnings management practices in both eras, 

however, in the post-Cadbury period, the authors do find that EM practices decrease when proportion 

of non-executive independent directors increase.  

A further study by Peasnell et al (2005) in the settings of UK also, reveals the likelihood of EM practices 

holds a negative relation with the proportion of independent directors by researching UK listed 

companies in the early years of 1993 to 1996. The authors found that with the increase in the proportion 

of BDI, the likelihood of reporting abnormal accruals to show increased income declined They further 

note, the likelihood of turning loss into profit is relatively high with BDI  

In addition to the works of Peasnell (2000a, 2000b and 2005) in the context of the UK, Osma (2008) 

also employs UK listed firms consisting of 3438 firm-year observations. Their focus was on exploring 

various approaches to earnings management and discovered that a decline in research and development 

(R&D)  can indicate a type of manipulation that independent board directors can identify 



 

28 
 

Similarly, Klein (2002b) used data for 687 large listed firms in the U.S. The author made use of 

discretionary accruals (modified Jones model 1991) and also included several control variables such as 

firm size, leverage, firm performance, firm growth, managerial ownership and shareholder’s ownership. 

She observed that the magnitude of EM decreases with higher proportion of IBD and found that 

reducing the number of ID was accompanied by a large increase in earnings management.  

In similar U.S. settings,  findings by Uzun et al. (2004) revealed that increased number of BDI would 

decrease the likelihood of corporate wrongdoings. Marra et al. (2011) found that Board independence 

to be essential for mitigating the magnitude of EM. Other authors also found a positive relation between 

ID and EM practices Chouaibi et al., 2018; Davidson et al., 2005; Alzoubi, 2016) 

On the other hand, various researcher found that increasing ID has no significant impact on EM 

practices (Chtourou et al., 2001; Chatterjee, 2019; Khalil and Ozkan, 2016; Hashim and Devi, 2008; 

Abdul Rahman and Mohamed Ali, 2006; Waweru and Prot (2018), Visvanathan, 2008).  

Abdul Rahman and Mohamed Ali (2006) made use of Malaysian firms to find an insignificant relation 

between board independent directors and EM practices. A possible explanation suggested by the authors 

is the fact that management dominance is prudent in Malaysia which impacts the effective role of 

monitoring that ID are expected to constitute. Chatterjee (2019) employed 783 private firms in the 

manufacturing industry in India over the span of 7 years (2009-2016). The author found that increasing 

number or proportion of ID had no significant impact false financial reporting but rather found that 

diligent board members helped in constraining EM practices. Khalil and Ozkan (2016) investigated 

Egyptian listed companies and noted their concerns regarding the notion of independent directors 

constraining EM. The authors suggest that this relationship varies with the ownership held by 

independent board directors and larger shareholders especially in the context of where ownership 

dominance is practiced significantly. In the same vein, Waweru and Prot (2018) investigated Kenya and 

Tanzania and found a positive relation between independent board directors and EM practices. The 

authors suggest that these results may exist because of “grey” directors which showcases a scenario 

where independent directors may exist in terms of board structure but not in substance in terms of their 

actual effectiveness.  

An interesting observation emerges from reviewing literate on board independence and EM practices 

across various countries with underlying cultures and norms, values and morals. The results can be seen 

to be conflicting in Eastern studies with Western studies with Eastern studies suggesting that board 

independence does not hold significance when it comes to constraining EM practices. This is an 

important distinguishment as Eastern countries are noted to be family influenced and hold high 

concentrations of ownership. This type of earnings management is different from the so far aggressive 

EM practice and is known as “informative earnings management” (Habbash, 2010).  
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Recalling the corporate governance reforms in the UK, importance of independent board directors is 

clearly prioritized. Already in the first corporate governance report i.e. Cadbury Report was the 

recommendation of at least two independent board members set out. Higgs Reports and the Combined 

Code (2003) further stressed the need for independent board directors recommending 50% of the board 

to include independent NEDs. Considering prior research and the call for independent board directors 

for effective corporate governance functioning in the UK, the following is proposed, 

H2: There is a negative relationship between independent board directors and earnings management 

2.4.3 Board Size and Earnings Management 

Under agency and stakeholder theory, smaller board size provides more effective monitoring as they 

have more oversight over the management. It can also avoid “free-riders” and reduces information 

asymmetry and agency costs and thus hinders EM practices. Smaller boards are noted to be more 

informed, allowing better communication between board and members, thus better capable at 

monitoring EM practices. (Jensen, 1993; Kao and Chen 2004). On the other hand, under UET, larger 

board size provides higher capability in terms of experience, knowledge and skills that can help mitigate 

EM (Hambrick, 2008 & Abdullah, 2004). Large board sizes are more likely to also have independent 

board members which are not only more objective but can bring in their own cognitive frame including 

their values and norms to provide strategic direction that demotivates EM practices and provides 

effectiveness in monitoring such practices.  

Several studies support the notion of agency and stakeholder theory that smaller board sizes are more 

likely to constrain EM practices. Abdul Rahman and Mohamed Ali (2006) employed 97 firms listed on 

the Main Board of Bursa Malaysia spanning from 2002-2003. Their findings revealed that increasing 

board size led to increasing EM practices, thus supporting the notion that large boards are less effective 

in monitoring EM practices. Similarly, Epps and Ismail (2009) noted that firms with larger board sizes 

have an increasing impact on discretionary accruals. In the same vein, Waweru and Prot (2018) did not 

find any signification relation between board size and EM. Similarly, Visvanathan (2008) and Garven 

(2009) failed to find any significant relation between board size and EM. Kao and Chen (2004) also 

noted a positive relation between board size and the extent of EM practices in the context of Taiwan 

using a sample size of 1097 firm-year observations.  

Contradictory to the agency and stakeholder theory that smaller board sizes leads to lower EM practices, 

Xie et al. (2003) argues for the Upper Echelon theory that larger boards constrain EM practices 

compared to smaller boards. They employed 282 US firms and used discretionary accruals (Jones 

model, 1991). The authors found the coefficient for board size to always be negative and significant 

even when including and excluding relevant control variables such firm size which the authors explain 

are positively related in the context of the US. Similarly Peasnell et al (2000a) also confirmed that 

increasing board size lowers EM practices.  Hashim and Devi (2008) also found negative association 
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between increasing board size and EM incentives and practices for Malaysian listed firms. Khalil and 

Ozkan (2016) confirm the negative association between firm size and EM using listed firms in Egypt. 

Chouaibi et al. (2018) investigated Taiwanese listed firms and found similar results which supported 

their hypothesis based on UET that larger boards can provide more monitoring due to more means such 

as skills, expertise, knowledge and values. Also, Obigbemi et al. (2016) employed 137 Nigerian listed 

companies over the span of 8 years and found a significant negative relation between board size and 

EM practices. Triki Damak (2018) also noted a significant and negative relation  between board size 

and EM at 1% level. Zahra and Pearce (1989) also supports the notion that larger boards are better at 

monitoring as smaller boards are more prone to be influenced by dominant ownerships or family 

concentrated relations.  

To sum up, both large and short boards have their limitations. Smaller boards may lack independency 

of directors and is more likely to be influenced by dominating owners or strong family connections. On 

the other hand, larger boards is more prone to bureaucratic conflicts that can lead to information 

asymmetry and is also more likely to consist of free riders which overall can increase agency costs. 

Based upon the discussion, majority of the literature points towards large board size constraining EM 

practices and therefore, this paper proposes the following hypothesis, 

H3: There is a negative relationship between board size and earnings management 

2.4.4 CEO Board Duality and Earnings Management 

Xie et al. (2003) describes CEO board duality as the board composition where the same person occupies  

both the CEO role and chairman of the board. Under agency and stakeholder theory CEO duality 

increases the power and control that CEO has over the board. This allows the CEO to influence decision 

making resulting in higher agency costs (Jensen and Meckling, 1976). Coombes and Wong (2004) argue 

that combining the two positions of CEO and board chairman can weaken the board’s independence. 

Centralization of power can lead to CEO exercising excessive influence by controlling agenda of 

meetings and information sharing with the rest of the board (Persons, 2006; Habbash, 2010) This can 

lead to fostering of EM practices. However, under UET, CEO duality brings insider’s knowledge to the 

board that CEOs hold over the year of experience, knowledge and skill. This leads to unified leadership 

working in the interest of the company, thus hindering EM practices.  

Dechow et al. (1995) also noted a significant positive relation board duality and abnormal discretionary 

expenditure. Saleh et al. (2005) investigated Malaysian listed companies and found a positive 

association between EM and duality of chairman of board and CEO position.  Hashim and Devi (2008) 

used a sample of 280 firms in Malaysia over the span of 8 years and found a significant positive relation 

between CEO board duality and EM. Triki Damak (2018) Discretionary accruals are positively and 

significantly impacted by CEO board duality in the context of Tunisia. Brickley et al. (1997) used U.S. 
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listed firms and also confirmed that the EM is higher when CEO board duality exists. Contradicting, 

Xie et al. (2004), Kao and Chen (2004) and Peasnell et al. (2000a) found no significant relation between 

board duality and EM practices.  

Recalling the UK corporate governance reform, it was noted that great emphasis is put on non-duality 

of CEO and chairman. Already in the Cadbury Report (1992) did the recommendations include 

separation of chair and CEO roles. Board’s chairman are to be re-elected on annual basis to ensure they 

are not influenced by internal agents. Further, UK Corporate Governance Code (2010) gave the 

chairman of board responsibility to train and evaluate the rest of the board. Therefore, non-influence 

from the rest of the board is very important to remove any influential impact.  

Given the discussion on the important of CEO-board non duality in the UK and the prior research 

primarily moving in the direction that CEO-board non duality positively impacts earnings management, 

this paper propose the following hypothesis, 

H4: There is positive relationship between CEO-board duality and earnings management 

2.4.5 Board Director Financial Experience and Earnings Management 

Financial experience allows individuals to bring their knowledge into practice. Under agency, 

stakeholder and UET, financial experience allows for monitoring of earnings management practice as 

directors who hold such knowledge are expected to detect manipulation more effectively.  

Literature into financial experience and earnings management is scarce. Park and Shin (2004) employed 

539 firm-year observations on publicly listed Canadian companies. They authors made use of modified 

Jones model for measuring EM. They found that independent directors do not reduce EM practices 

itself, but found that independent directors with experience in financial experience constrains EM 

practices. Works of Park and Shin (2004). The findings of these authors are interesting however in terms 

of reliability, these results can mis-specified as authors only make use of the basic Jones model (1991) 

which is argued to mis-specified as it does not control for firm performance effect on EM practices. 

Similarly, Xie et al. (2003) also found a negative relation between financial experts and and earnings 

management Abdul Rahman et al. (2006) also investigated the relation between competent and 

experienced directors and argued that financial expertise should in particular impact director’s 

monitoring skills. However, the authors did not find any significant relation with earnings management. 

It is to be noted the sample size used for this study is very small of only 97 listed firms in Malaysia for 

two years giving only 194 firm-year observations. In similar vein, Lin et al. (2006) also did not find any 

significant relation of financial expertise with EM practices in the US. However, similar to Abdul 

Rahman et al. (2006), this study also employed a very small sample size which is not enough to explain 

variation in EM practices.  
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The UK Corporate Governance Codes also realize the value of having financial experience to help 

monitor EM practices. The Smith report in 2003 also emphasized the inclusion of at least some board 

members that constitute relevant and recent financial experience. Based on prior literature and UK 

governance codes, the following hypothesis is proposed, 

H5: There is a negative relation between financial experience of boards and earnings management 

2.4.6 Role of Internal Audit Function as Moderator 

The primary function of the IAF is to ensure true financial reporting (Buchalter and Yokomoto, 2003). 

The board is responsible to set out the audit quality standards through the audit committee which the 

IAF then follows. Kouaib and Almulhim (2019) notes that a board that holds the intentions of strong 

monitoring is more likely going to work towards ensuring a strong audit function exists that provides 

accurate, reliable and a true representation of financial reporting. Work of internal audit function is 

reported directly to the audit committee and is not only consider to provide assurance but also be value-

adding by providing insights the non-auditors are unable to capture. It is important that the reporting is 

performed without an incentives to obtain private gains. Under the agency theory, the internal audit 

would act primarily as a monitoring role to ensure reliable financial reporting, while the stakeholder 

theory would be adapted to mediate communication between board, audit committee and external 

auditor to ensure interests are aligned so that incentives for EM practices do not arise.  Under UET, the 

experience that directors bring about can help with assessing quality of financial reporting to ensure it 

is in alignment with GAAP UK. 

Research on internal audit and its impact on earnings management is scarce. In recent times, internal 

audit functions have received significant importance from policy makers and government regulations. 

The UK Corporate Codes also emphasize the importance that internal audit functions holds. In 

particular, the Smith Report (2003) and Turnbull (1999) emphasize the important of IAF.  

Although internal audit function has been advocated over the years, its research is scarce. Only few 

studies have examined the relation between internal audit and EM practices. Davidson et al. (2005) 

investigated Australian listed companies and concluded that an insignificant relation exists between the 

presence of an IAF and EM. Similarly, Hashim et al. (2019) used whether internal auditing is performed 

in-house or being outsourced in the Malaysian. The authors found no significant impact of audit quality 

as a moderator on board characteristics 

On the other hand, Prawitt et al. (2009) made use of 218 listed companies in the US and also confirmed 

that IAF quality constrains earnings management. The authors made use of six dimensions to measure 

internal audit quality. The authors also further noted that companies that just miss these expectations 

that IAF holds are normally reporting that are more true and of higher quality.  Caramanis et al. (2008)  

investigated audit effort and EM in Greece. The authors define audit quality as the number of audit 
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hours spent on auditing process. They found that as audit hours would decrease, abnormal accruals were 

often more positive than negative. These results persisted even after the control of endogeneity between 

audit hours and EM.  (Becker et al., 1998). Kouaib and Almulhim (2019) also investigates audit effort 

as a proxy for internal audit quality. Contrary to the work of Caramanis et al. (2008), the authors 

recognize audit hours as a measure of audit effort, however, the authors proceed with utilizing audit fee 

instead of hours. Their results also hold that the higher the audit fee, the more thorough internal audit 

functions will be and thus lower EM practices.  

El Guindy et al. (2018) employs UK listed companies. The authors make use of discretionary accruals 

and find a negative relation between audit tenure and earnings management practices.  This is similar 

to results of other authors who linked audit tenure to EM activities (Gul et al., 2009; Myers et al., 2003). 

Giuseppe (2013) investigated the relation between auditor independence and RM. He made use of 

Italian listed companies in the period 2007-2010. He found that audit independence has a negative 

relationship with EM. Further, Gras-Gil et al. (2012) found out that quality of audit increased when the 

communication between internal and external functions were better. 

Based on the prior literature and UK setting, the following hypothesis is proposed 

H6: There is a negative relationship between internal audit function and earnings management.  

2.5 Key Notes from Literature Review 

The extensive literature review provided an overview the timeline of corporate governance reforms over 

the years.  Some board characteristics that have been noted to support the effective functioning of the 

board of directors are independent directors, board diversity, discouragement against  CEO board 

duality, focus on training and having some financial skills. Investigating the UK corporate governance 

reform has provided us with a  look into the reality of actual corporate governance standards and 

functions recommended by the financial reporting council.  

The corporate governance theories including agency, stakeholder and upper echelon theory allowed us 

to get a theoretical perspective of what key functions. Under agency, it was noted that the key function 

includes monitoring to ensure financial reporting is not being manipulated. Stakeholder theory noted a 

mediating role between stakeholder, shareholders and managers to ensure no incentives to seek 

opportunistic behavior to manipulate earnings arises. Last, UET noted an advisory role which helps 

with the direction and planning to ensure constrained earnings management practices. To these key 

functions, effective board characteristics were discussed to which the final board characteristics that are 

to be investigated in this thesis were found. These include board gender diversity, board director 

independence, board size, board financial skills and CEO-board duality.  

In addition, the importance of internal audit function was also noted and is added as an addition to 

examine the influence that it may hold on these board characteristics with earnings management 
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practices. The below figure also provides an overview of the framework formulated from the literature 

review.  

 

Figure 1: framework based on prior literature
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3. Methodology 

3.1.1 Frame of Research 

When conducting social sciences research papers, it is important to determine the research frame 

adopted by the researcher. The assumptions regarding the research philosophy falls under three 

categories including ontological, epistemological and methodological assumptions. Ontological 

assumption refers to the nature of reality, epistemological assumption  holds its presence in regards to 

the researcher’s role and the methodological assumption is in regards to the research process. 

Depending on the researcher’s role and how these assumption influence the research, the research 

philosophy will be selected accordingly. 

Further, the research philosophy can be categorized into three views including positivism, 

interpretivism and realism. (Saunders et al. 2019). The way of thinking according to the positivism view 

leans towards working with observable reality which is objective and works towards the results of such 

research to be generalizable. This view is typically researched by quantitative scientific approaches to 

test hypothesis. On the other hand, the interpretivism view holds a subjective view to the world. As 

such, social activities and opinions are captured to understand social situation as this view argues that 

the surrounding environments are ever changing and cannot be “objectified” as with the positivism 

view. For such a view, qualitative research methods are suggested as the mean for research. Last, 

realistic approach is a combination of both positivism and interpretivism as this view argues that the 

former views are too unrealistic. This approach therefore realizes subjective point of view and also 

attempts to understand the objective reality at the same time.  

This thesis will adopt the positivism view as this suits the nature of the research set out in this thesis. 

This thesis examines the effectiveness of board compositions and their interaction with internal audit 

function on earnings management practices. Recalling, prior research has been reviewed under chapter 

2 to propose hypothesis with the aim of testing these hypothesis to find generalizable notions.  

Further, deductive approach will be adopted as this approach revolves around proposing hypothesis to 

be tested based on theory. On the other hand, inductive approach involves collecting data first and then 

developing a theory based on the results of the research.  

Thus, this paper makes use of a positivistic and deductive approach which takes on quantitative methods 

to test the hypotheses proposed to examine the effectiveness of board characteristics and their 

interaction with internal audit function on earnings management practices in the UK.  

Further, to approach biases in this thesis, concept of reliability, validity were considered. Reliability 

deals with the fact if the same findings would be discovered using the same methods and techniques 

but repeated by another researcher or repeated on another occasion. (Brown, 1998). For the purpose of 
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providing reliability, all codes and data are provided in appendix. Further, detailed explanation is also 

provided along the way so that the results can be repeated. Validity refers to the trustworthiness and a 

reflection of reality. Throughout the thesis, results are compared to the UK corporate governance 

settings to link results to reality. Moreover, results adopted reflexivity by interpretating the interpreted 

results. Throughout the discussion section, shortcoming and observations that may impact 

interpretations are brought along.  

3.2 Sample selection 

The target population is UK listed companies on the London Stock Exchange. Financial firms are not 

included in the sample as the sample was selected according to Fama and French (1992). The authors 

recommend to exclude financial firms due to their high leverage as compared to non-financial firms. 

According to the authors, high level of leverage indicates financial distress among non-financial firms. 

Furthermore, cash is used as trading asset for financial firms therefore, cash holdings among financial 

firms is always significantly higher than non-financial firms.  

The sample period of this study is 10 years ranging from 2010 to 2019 fiscal years. The financial data 

of the sampled firms was collected from Thomson Reuters Datastream database. This database provides  

corporate governance (Asset 4) data which was used as the primary source for data collection. In 

addition, Boardex database of Wharton database also provided information regarding corporate 

governance such as board gender diversity, board independence and board educational skills data for  

UK companies. Further firm’s data was also hand collected from their published annual financial 

statements. Firms that were noted to have missing or less than 10 years or insufficient financial as well 

as board specific data were dropped. The final sample therefore consisted of 319 non-financial firms 

(3190 firm-years observation) comprising of different sectors.    

3.3 Measurement of Earnings Management 

Earnings management is measured through its proxy of discretionary accruals and is studied under the 

common framework of discretionary accruals primarily used in the previous research (McNichols and 

Wilson, 1988; Dechow et al., 2010). In this framework total accrual are divided into two parts 

discretionary and non-discretionary with higher discretionary accruals suggesting that firms are more 

likely practicing earnings management.     

Following prior research studies of Dechow et al. (1995) Campa (2019) and Harakeh et al. (2019), the 

Modified Jones Model suggested by Kothari et al. (2005) is applied as a proxy for accrual-based 

earnings management.  

This model assumes that total accruals are a combination of non-discretionary and discretionary 

accruals. Non-discretionary accruals hold the reason for differences in revenue, change in receivables, 

magnitude of property, plant and equipment that effects the depreciation and working capital decisions 
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with addition of return on asset’s ROA (Kothari et al., 2005). On the other hand,  discretionary accruals 

magnitude is determined as the difference between total accruals and discretionary accruals under the 

model suggested by Kothari et al. (2005) 

Prior to discretionary accruals, total accruals have to be calculated. As such, total accruals were 

calculated using the balance sheet approach following Dechow et al. (1995) and Pavlopoulos et al. 

(2019). Total accruals were calculated using the following equation 1,  

TACC = (∆CASTit - ∆Cashit) - (∆CLBit - ∆SHTDit) - Depit                        (1) 

The terms used in the above equation are described as following, 

TACC = Total accruals  

∆CAST =  Change in current assets for firm “i" and year “t” 

∆Cas = Change in Cash for firm “i" and year “t” 

∆CLB = Change in current liabilities for firm “i" and year “t” 

∆SHTB = Change in short term debt for firm “i" and year “t” 

Dep = Depreciation and amortization for firm “i" and year “t” 

Total accrual calculated through above equation were further used to find the non-discretionary accrual. 

Non-discretionary accruals are the residuals of the model presented in equation 2 which represents the 

Kothari et al. (2005) model to calculate the non-discretionary accrual using year and industry effects of 

the sampled data.  

𝑇𝐴𝐶𝐶𝑖,𝑡

𝑇𝐴𝑠𝑡𝑖,𝑡−1
= 𝛽1,𝑡

1

𝑇𝐴𝑠𝑡𝑖,𝑡−1
+ 𝛽2,𝑡

∆𝑅𝐸𝑉𝑖,𝑡 −∆𝑅𝐸𝐶𝑖,𝑡 

𝑇𝐴𝑠𝑡𝑖,𝑡−1
+  𝛽3,𝑡

PPE𝑖,𝑡 

𝑇𝐴𝑠𝑡𝑖,𝑡−1
+ 𝛽4,𝑡𝑅𝑂𝐴𝑖,𝑡−1 + µ𝑖,𝑡       (2) 

where, for firm i and year t, TACC represents total accruals; TAst stands for the value of total assets; 

ΔREV is the change in net revenue of the firm i; ΔRec denotes the change in net accounts receivable; 

PPE is gross property, plant, and equipment; and ROA is the rate of return on assets. All terms were 

scaled by dividing with lagged total assets (TAsti,t-1). Total accruals (TACC) are separated into two 

components - (1) nondiscretionary accruals (NDACR) , which equal the fitted value of total accruals 

obtained from estimating Eq. (1), and (2) discretionary accruals (denoted by DACR hereafter), which 

equal the residuals (i.e., μi,t) from estimating Eq. (3). The DACR reflects the unexplained part of TACC. 

Since corporate executives may either adjust earnings up or down, |DACR| i.e. the absolute value of 

discretionary accruals is used to measure the degree of accrual-based earnings management (AEM) 

(Hribar and Nichols, 2007). Last, the equation is estimated by year–industry, using two-digit Standard 

Industrial Classification (SIC) codes and at least ten observations (see Klein, 2002). 

DACRit =TACCit −NDACRit    (3) 
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3.4 Operationalization of Independent variables  

Prior research suggest board gender diversity to be measured as a proportion of total board members to 

get a proportional understanding of the inclusion of females on the board. However, due to lack of data 

availability in terms of too many missing data points for this measurement of gender diversity, this 

paper derouted from the typical approach to measure board gender as a dummy variables that takes the 

value “1” if at least one board member is female and “0” otherwise. This is in line with works of 

Orazalin (2019) who also employed this dummy variable for measuring board gender diversity.  

Reviewing prior literature suggests measuring board size as the total number of board members. (Xie 

et al., 2003; Klein, 2000a;). Therefore this paper also employs the size of the board of directors as the 

measurement for board size. Board Independence is measured as the percentage of independent board 

members on the board is the measure used for this variables. This is in alignment with majority of the 

prior research (Chtourou et al., 2001; Chatterjee, 2019; Khalil and Ozkan, 2016; Hashim and Devi, 

2008; Abdul Rahman and Mohamed Ali, 2006; Waweru and Prot (2018), Visvanathan, 2008). Board 

skills is measured using financial experience. This is in alignment with Park and Shin (2004) 

Audit quality can be challenging due to changing perspective in stakeholders, it can be challenging to 

reach a standard measurement for audit quality (Khouaib and Almulhim, 2019). The authors suggest 

use of other measure for this purpose. Therefore, to capture a more comprehensive picture of audit 

quality, three proxies are used i.e. audit effort, audit tenure and audit independence. Audit effort can be 

reflected by the audit fee. O’Sullivan (2000) notes that the higher the audit fee, the higher the audit 

quality as more higher fee indicates more effort that been put into the reporting. Audit effort takes the 

value “1” if audit fee is higher than annual mean fee. Second, audit proxy is tenure. Audit tenure can be 

defined as number of years the auditor has stayed in the company (Myers et al., 2003) which Hakim 

and Omri (2010) noted to mitigate earnings management.  

Third, audit independence is measured in terms of non-audit and audit fee service. Non-audit service 

can weaken auditor independence (Nelson, 2002). This means that high quality audit should hold low 

non-audit fee. This proxy takes the value “1” if non-audit service fee is below the median of annual fee 

and “o” otherwise. The audit quality constructed from these these three indicates high quality if it equals 

“3” (Khouaib and Almulhim, 2019).  
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3.5 Control Variables 

Firm size has negative relationship with earnings management. Prior research  shows that firms having 

higher level of assets have more internal operational control. These firms are therefore more likely to 

face more market scrutiny (Gul et al., 2009; Ghosh & Moon, 2010). On the other hand, other research 

shows the positive association of firm size and earnings management (Wang, 2014; Saleh & Ahmed, 

2005). Company performance is measured by calculating return on assets. Many researcher including 

Kothari, Leone, and Wasley (2005) enforce that company performance must be used as controlled 

variable in the analysis of earnings management relationships. Habbash (2010) and Ashbaugh et al. 

(2003) found a significantly negative association of return on asset (firm performance) with earnings 

management while the study conducted by Ahn and Choi (2009) did not found no relationship. Tobin 

Q ratio is expected to hold a negative relation with earnings management (Gul et al., 2009)Leverage is 

the deb structure of a company. Leverage is expected to be positively correlated with EM as one can 

avoid presenting debt by manipulating liabilities or overstating assets (Efendi et al. 2007).  

 

Table 3: Operationalization of variables 

Variable Abbreviation Description 

Earnings Management  ADACR Discretionary accruals calculated using Kothari et al. 

(2005) model  

Diversity in Board    

Board Gender Diversity BGD Dummy variable that takes “1” if at least one board 

member is a woman 

Board Size BSZ Total number of directors on board 

CEO Board Member CEOBM Dummy variable that takes “1” if CEO of the firm is also 

member of board otherwise “0”.  

Board Independence  BDI Percentage of independent board members on board 

Board Skills BSKIL Percentage of board members having financial working 

experience  

Audit Quality AUDINDX Audit index was developed from three audit quality 

proxies i.e. Audit effort, Auditor tenure and auditor 

independence  
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Firm Specific Variables    

Firm Size LnTOA Natural Logarithm of total assets 

Return on Assets ROA Net income / total assets 

Leverage  Levrag Total debt / total assets  

Tobin’s Q ratio TQ Market value of firm / book value of firm 

 

3.6  Panel Regression Model 

A study conducted by Baltagi (2008) asserts that the use of panel data leads to more variability, 

informative data, more efficiency, more degrees of freedom and less collinearity among variables 

Amongst several available techniques for panel data, the most famous is the random effect and fixed 

effect models. An important feature of the fixed effect model is its ability to account for the individual 

effects of each firm, however the slope coefficients are supposed to be persistent for all of the sample 

units. The main assumption of the random effect model is that there is no relationship between groups 

or individual effects with explanatory variables. The Hausman specification test (1978) will be 

employed to identify whether the random effect or fixed effect model is better. The general form of the 

panel regression model can be stated as: 

Yit = αo + α1Xit + µit 

where i and t represent the firm and time, respectively; Y, the dependent variable which is a measure of 

earnings management (real and accrual); βo is a constant; β1 is K×1 vector of coefficients; and Xit, the 

ith observation on K explanatory variables for period t. Here, μit is a random term expressed as μit = ai 

+εit where ai is individual-specific effect and εit is the remaining combined cross section and time series 

error component. The base model for this thesis is stated as following, 

DACR i,t = β0 + β1i, t BGD + β2 i,t CEOBM + β3i,t BSZ + Β4i,t BDI + β5i,t BSKIL  + βi,t FirmSpci,t + εi,t                                          

(4) 

Where DACR is the discretionary accrual used as the proxy of accrual basis earnings management. βo 

is the intercept. B1 to B5 represents the regression coefficients of respective variable. BGD is the 

abbreviation for board gender diversity, CEOBM proxy to chief executive offices as a board member 

too. BSZ is measure to board size of firm while BDI is for value of independent board members in the 

firm’s board of directors. Board member skills are presented by BSKIL. FirmSpc are the firm specific 

control variables. 

3.7 Moderating effect of Audit Quality 

This study is also analyzing the moderation effect of audit quality index on earnings management. The 

moderation effect is further tested in two steps. In the first step moderator audit quality index 
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(AUDINDX) was incorporated in the base model (equation 5) and change in R-square was noted. In 

the second step interaction terms were added (equation 6) and again panel data technique was applied 

to find the significance of moderated model.   

DACR i,t = β0 + β1i, t BGD + β2 i,t CEOBM + β3i,t BSZ + Β4i,t BDI + β5i,t BSKIL  + β5i,t AUDINDX + βi,t 

FirmSpci,t + εi,t                                          (5) 

By incorporating Moderation interaction term of AUDINDX with board gender diversity proxies  

DACR i,t = β0 + β1i, t BGD + β2 i,t CEOBM + β3i,t BSZ + Β4i,t BDI + β5i,t BSKIL  + β6i,t AUDINDX + β7i, 

t BGD x AUDINDX + β8 i,t CEOBM x AUDINDX + β9i,t BSZ x AUDINDX + Β10i,t BDI x AUDINDX 

+ β11i,t BSKIL x AUDINDX  + βi,t FirmSpci,t + εi,t                                          (6) 

The software used for the running the above equation and performing its analysis is STATA. Codes and 

data are provided in the Appendix. 

 

4. Results 

4.1 Descriptive Statistics  

Descriptive statistics of all variables are presented in Table 5. The results shows that earnings 

management (absolute discretionary accruals) have average value of 0.096 (Std Dev = 0.156) ranging 

from 0 to 2.39. Gender board diversity was a dummy variable 1 indicating presence of women in board 

and 0 no women on the board. Board gender diversity average score showed that average 70% (Std Dev 

= 0.458) of firm’s boards have presence on women as a board member. This also suggests that UK firms 

have more gender diverse boards and focus on equal opportunity to gender as also noted in the UK 

reforms. The Chief executive officers also being board member CEOBM average value revealed that 

83% (Std Dev = 0.375) of boards have CEO as board of directors’ membership. This is also consistent 

with Peasnell (2005) who found that the UK does not hold CEO-board duality.  

 The average of the board size of UK firms were 6.6 (Std Dev = 2.29) ranging from 3 to 17 boards 

members. Board independents as measured the percentage of independent board members on the board. 

Average of Board independence indicated that about 60% (Std Dev = 0.161) of boards have the 

independent board members. Board independence ranges from 30% to 90% in the firm’s board 

compositions. Board skills (board members financial expertise) has a mean percentage of 48.7% (Std 

Dev = 0.169). Board skills range from 8% to 92%.  Audit quality (measure through Audit index ranges 

from 1 low to 3 high quality) average score of 2.34 (Std Dev = 0.647) explaining that firms operating 

in UK are more inclined towards higher audit quality practices. Firm specific used as control variables 

descriptive statistics described that average firm size is 11.9 (Std Dev = 2.369) and ranges from 5.947 
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to 18.278. The average of profitability was -0.012 (Std Dev = 0.22) ranges from -3.48 to 0.697. The 

leverage (debt ratio) of the firms have average of 0.162 (Std Dev = 0.176). Tobin’s q ratio has the 

average 1.457 (Std Dev = 1. 491) ranges from 0.02 to 18.367. Tobin’s q high range indicate that some 

firms have market value much higher the book value of the firms. Skewness and Kurtosis results are 

showing non-normality of data which is expected in this model as the variables are composed of dummy 

and absolute values. 
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Table 4: Descriptive Analysis 

Variables  Obs  Mean  Std. Dev.  Min  Max  Skew.  Kurt. 

 A K BS 3190 .096 .156 0 2.39 6.461 69.539 

 BGD2 3190 .7 .458 0 1 -.875 1.765 

 CEOBM 3190 .169 .375 0 1 -1.764 4.111 

 BSZ 3190 6.654 2.29 3 17 1.204 4.624 

 BDI 3190 .595 .161 .3 .9 .06 2.046 

 BSKIL 3190 .487 .169 .077 .917 -.106 2.151 

 AUDINDX 3190 2.343 .647 1 3 -.473 2.297 

 LnTOA 3190 11.939 2.369 5.497 18.278 .357 2.606 

 ROA 3190 -.012 .22 -3.489 .697 -4.509 41.216 

 Levrg 3190 .162 .176 0 1.414 1.711 7.936 

 TQ 3190 1.457 1.491 .02 18.637 3.802 28.597 
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4.2 Correlation Analysis 

The correlation analysis results are reported in Table 6. From the table, no high correlation is observed 

amongst the variables.  

 The results described that earnings management have negative relationship with board gender diversity 

(r = - 0.350). This negative association confirms that with increase in women in board reduces the 

earnings management practices. The CEO being also board member proxy positively associated with 

earnings management (r = 0.190). Similarly other measure of board gender diversity such as board size 

(r = - 0.089) and board independence (r = -0.254) also have negative correlation with accrual basis 

earnings management. Board members financial skills also have negative relationship with earnings 

management (r = - 0.304). This shows that board members having more financial skill have more 

expertise to detect any manipulations in financial results. Audit quality index association with earnings 

management was negative (r = - 0.026). The higher the audit quality lowers the manipulation activities.  

Firm specific factors used as control variables correlation was also calculated. The firm size (r = - 

0.183), profitability (r = - 0.288) and leverage (r = - 0.045) has negative correlation with earnings 

management. This explains that firms having more assets, high profits and more debt in capital structure 

restricts them in earnings manipulations. The Tobin’s q ratio relations were positive (r = 0.065) 

association with earnings management. This relationship indicated that the firms with high market value 

are more prone towards managing earnings to satisfy their shareholders.  

The correlation among the independent variables and control variables was further sought to analyze 

relationship among them. The gender diversity was positively associated with all other variables except 

CEOBM (r = - 0.193), leverage (r = - 0.014) and Tobin’s q (r = - 0.021). Board gender diversity negative 

relationship with leverage describes that firms having more proportion of debt in their capital structure 

have less women in the board. This is also suggested from prior studies. CEO board membership have 

negative relationship with board size (r = - 0.006), board independence (r = - 0.157), board skills (r = - 

0.186), audit index (r = - 0.013), firm size (r = - 0.035), and profitability (r = - 0.070). While it has 

positive correlation with and leverage (r = 0.020) and Tobin’s q ratio (r = 0.043).  Board size associated 

negative only with audit quality (r = - 0.022) and Tobin’s q (r = - 0.028). Board size is found to have 

high correlation with firm size (r = 0.714). This is also known from prior research that suggests that 

larger firms have larger board size. Further, the board independence (r = 0.039), board skills (r = 0.009), 

profitability (r = 0.192) and leverage (r = 0.260) were positively associated with board size.  
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Board independence association with board skills (r = 0.238), firm size (r = 0.102), profitability (r = 

0.098) was positive while it was negatively related with audit quality (r = - 0.022), leverage (r = - 0.001) 

and Tobin’s q (r = - 0.033).Board skills were positively related with audit quality (r = 0.018), firm size 

(r = 0.086), profitability (r = 0.157) and leverage (r = 0.009) while negative with Tobin’s q ratio (r = - 

0.035). Audit quality correlation with firm size (r = - 0.010), leverage (r = - 0.031) and Tobin’s q (r = - 

0.035) was negative, but holds a  positive association with profitability (r = 0.055). Firm specific control 

variables have mixed correlation. Firm size has positive association with profitability (r = 0.365) and 

leverage (r = 0.288) while negative relationship with Tobin’s q (r = - 0.186). Firm profitability has 

negative correlation with leverage (r = - 0.027) and Tobin’s q (r = - 0.060). Leverage and Tobin’s q also 

has negative relationship (r = - 0.156). 

Correlation analysis suggests that no issue of discriminant validity in the data. Gujarati (2003) 

recommends 0.80 as the threshold at which multicollinearity may impede interpretations. As such, 

collinearity does not seem to be an issue for interpretation purposes. Multicollinearity was further 

assessed through variance inflation factor (VIF). That also showed no multicollinearity between the 

explanatory variables.  
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Table 5: Correlation Analysis 

  Variables   (1)   (2)   (3)   (4)   (5)   (6)   (7)   (8)   (9)   (10)   (11) 

 (1) A_K_BS 1.000 

 (2) BGD2 -0.350 1.000 

 (3) CEOBM 0.190 -0.193 1.000 

 (4) BSZ -0.089 0.065 -0.006 1.000 

 (5) BDI -0.254 0.249 -0.157 0.039 1.000 

 (6) BSKIL -0.304 0.243 -0.186 0.009 0.238 1.000 

 (7) AUDINDX -0.026 0.078 -0.013 -0.022 -0.022 0.018 1.000 

 (8) LnTOA -0.183 0.129 -0.035 0.714 0.102 0.086 -0.010 1.000 

 (9) ROA -0.288 0.183 -0.070 0.192 0.098 0.157 0.055 0.365 1.000 

 (10) Levrg -0.045 -0.014 0.020 0.260 -0.001 0.009 -0.031 0.288 -0.027 1.000 

 (11) TQ 0.065 -0.021 0.043 -0.028 -0.033 -0.035 -0.018 -0.186 -0.060 -0.156 1.000 
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4.3 Multivariate Analysis  

There are two types of statistical approaches used in data analysis -  (1) parametric and (2) non-

parametric. According to Gujarati (2003) four assumptions must be fulfilled for parametric analysis. 

The four assumptions are (1) normality of data (2) linearity of data (3) homoscedasticity, and (4) error 

terms independence. If the given data is on interval scale and meets these requirements then we can 

apply parametric techniques to analyse the it (Judge, Griffiths, Hill, and Lutkepohl, 1985).  Hutcheson 

& Sofroniou, (1999) stated that when model has continued as well as dummy variables data like this 

study then Ordinary Least Squares (OLS) regression is preferable method.  However, if data not meet 

the above-mentioned assumptions then non-parametric techniques are to applied (Balian, 1982).  

Non-parametric approaches are not bound to any types of supposition related to populations scores 

distribution (normality of data). It is also unnecessary in non-parametric approaches for data to be 

measured in an interval scale or strictly apply the normality and homogeneity assumptions of parametric 

methods (Habbash, 2010; Zhang & Liu, 2009; Judge et al., 1985). In this study normality supposition 

was tested using skewness and kurtosis (Habbash, 2010). Skewness and Kurtosis results are reported in 

table 5. Data is considered to be normal if skewness ranges withing ±1.96 and Kurtosis in ±2 (Rahman 

& Ali, 2006). But it seems that specific variables do not follow the normality criteria. It is perceived 

that earnings management (Non-discretionary accruals) do not meet the normality assumption.  The 

abnormality of accruals cannot be removed intentionally by removing the outliers because the highest 

values (positive or negative) could be the manager’s discretion to manage the earnings. By removing 

the highest observations, the study aims could not be fulfilled.  Therefore, normality of data is not 

considered in this study. According to Rahman and Ali (2006) data non-normality is expected in this 

type of study. 

Furthermore, Kao and Chen (2004) stated that OLS regression cannot be applied when dependent 

variable (in this study earnings management) is taken as absolute value which restrict the values only 

positive. OLS regression becomes useless if the data violate the normality assumption. The standard 

errors obtained through OLS regression are incompatible and biased therefore statistical findings of 

coefficients are also become biased and incompatible. Pooled regression is more effective if the 

coefficients become consistent over the time. It is an easy mothed to test the sensitivity of specifications. 

It also allows flexibility to model variances according to sample specified behaviour.  Moreover, Due 

to homoscedasticity and no sequential correlation assumption in Pooled OLS it reasons the partiality 

for the generalised least squares (GLS) regression. For the consistent and unbiased estimator, errors 

obtained through pooled OLS must be uncorrelated with independent variable for each time period. 

Therefore, the GLS compensate the omitted variable biases also autocorrelation and heteroscedasticity 

in the pooled cross-sectional data (Greene, 2007). The association within or between the cross-sections 
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can be explained by two fundament GLS procedures OLS Fixed -effect and GLS random-effect. The 

Fixed-effect OLS assume that individual consistency is due to specified groups in the regression. While 

GLS random-effects assume that individual consistent is a group specified disturbance comparable to 

the error term (Greene, 2007).    

4.3.1 Hausman Test 

The Hausman test is used to make selection from random effect or fixed effect of panel data regression 

techniques. In order to decide which method is appropriate first we have to run the fixed model and 

store the fixed effect score then random effect and store its score. Hausman test compares coefficients 

and produced the χ2-statistics. If the χ2-statistics is significant use fixed effect otherwise random effect. 

The Hausman test results displayed in the Table no. 7 

. The χ2-statistics (= 57.25) value is found significant (P-value < 0.000). Therefore, fixed effect was 

used to analyze the effect of board gender diversity, CEO board membership, board size, board 

independence, board skills and firm specific control variables on earnings management. The fixed effect 

of industry and year group was also examined.    

Table 6: Hausman Test 

 
Coefficients    

Variables  (b) fe (B) re (b - B)Difference sqrt(diag(V_b - V_B)) SE 

BGD2 -0.0726104 -0.0749134 0.002303 0.0016944 

CEOBM 0.030067 0.0325515 -0.0024844 0.0019806 

BSZ -0.0011261 0.0006669 -0.001793 0.0015954 

BDI -0.1217225 -0.1182944 -0.0034281 0.0079085 

BSKIL -0.1752248 -0.1638018 -0.011423 0.0076834 

LnTOA 0.0147991 -0.003372 0.0181711 0.0054977 

ROA -0.0733708 -0.1171636 0.0437928 0.0089919 

Levrg 0.0080844 -0.0290229 0.0371073 0.0191852 

TQ 0.0047205 0.0026954 0.0020252 0.0015514 

chi2(9) = (b-B)'[(V_b-V_B)^(-1)](b-B) = 51.44 Prob>chi2 =      0.0000 

b = consistent under Ho and Ha; obtained from xtreg, B = inconsistent under Ha, efficient under 

Ho; obtained from xtreg Test: Ho: difference in coefficients not systematic 

 



 

49 
 

5. Results  

The Panel data pooled OLS, random effect and fixed effect methods results are reported in table 8.  

First model significance was tested through F-test. It was found that F-test statistics was significant (F-

test = 64.747, Prob > F =0.000). So, this model was over all significant and all variable entered well in 

this model. There was no issue of endogeneity and multicollinearity. The variance in the response 

variable due to explanatory and control variables was sought through R-square of the model. The R-

square value of this model was 0.169. The lower value of R-square was expected as this model was 

composed of dummy and continues variables. Board gender diversity variables with firm’s specific 

variable explained about 17% variation in earnings management.   

The first variable in the model is board gender diversity. The gender board diversity has negative and 

significant effect on earnings management (β = - 0.073, P-value < 0.001). The negative association of 

gender board diversity confirmed that with board women in the board lower the earnings manipulation. 

The women on the board likely to follow the rules and regulation provided by the institutions such as 

stock exchange commissions or central banks and don’t take risks in manipulations. 

CEO presence on the board has positive and significant influence on earnings management (β = 0.03, 

P-value < 0.001). Board size found negative and insignificant influence on earnings management (β = 

- 0.001, P-value > 0.05). Thus, board size did not predict any type of earnings activities. Earnings 

management was found negatively and significantly influenced by Board independence (β = - 0.122, P-

value < 0.001). The increase number of board members on the board reduces the earnings 

manipulations. They have more powers to restrict any fraudulent activities.  

Board skills (β = - 0.175, P-value < 0.001) has negative and significant relationship with earnings 

management. This relationship explains that the board members having more financial skill have more 

control in financial manipulations. They can make good assessment to any type of mismanagement in 

the financial statement. 
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Table 7: Pooled OLS, Random Effects and Fixed Effects Results 

Pooled OLS Results    Panel Data Random Effects    Panel Data Fixed Effect  

 A_K_BS  Coef.  t-value 
 

 A_K_BS  Coef.  t-value 
 

 A_K_BS  Coef.  t-value 

BGD2 -0.076*** -13.41 
 

BGD2 -0.075*** -13.28 
 

BGD2 -0.073*** -12.33 

CEOBM 0.034*** 5.07 
 

CEOBM 0.033*** 4.91 
 

CEOBM 0.03*** 4.34 

BSZ 0.001 0.77 
 

BSZ 0.001 0.4 
 

BSZ -0.001 -0.49 

BDI -0.117*** -7.4 
 

BDI -0.118*** -7.27 
 

BDI -0.122*** -6.73 

BSKIL -0.158*** -10.36 
 

BSKIL -0.164*** -10.47 
 

BSKIL -0.175*** -10.06 

LnTOA -0.004** -2.2 
 

LnTOA -0.003* -1.85 
 

LnTOA 0.015** 2.56 

ROA -0.132*** -10.87 
 

ROA -0.117*** -9.15 
 

ROA -0.073*** -4.69 

Levrg -0.035** -2.39 
 

Levrg -0.029* -1.78 
 

Levrg 0.008 0.32 

TQ 0.002 1.26 
 

TQ 0.003 1.49 
 

TQ 0.005** 1.98 

Constant 0.304*** 16.02 
 

Constant 0.307*** 14.62 
 

Constant 0.102 1.46 

  
 

  
 

  

F-test   112.054 Prob > F =000  

 

Chi-square   880.514 
Prob > chi2 

=000 
 

F-test   64.747 Prob > F =000  

R-squared  0.241  

 

Overall r-

squared  
0.24  

 

R-squared  0.169  

Number of obs   3190  
 

Number of obs   3190  
 

Number of obs   3190  

*** p<.01, ** p<.05, * p<.1 
 

*** p<.01, ** p<.05, * p<.1 
 

*** p<.01, ** p<.05, * p<.1 
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Firm specific variables were used as control variables in examining the effect of boardgender  diversity 

aspects on earnings management. Firm size (measured by taking ln of total assets) was positively related 

with earnings management (β = 0.015, P-value < 0.05).  The positive association of firm size explained 

that increase in the firm’s assets increasing the earning manipulations and vice versa. Firms’ 

profitability (ROA) has negative and significant (β = - 0.073, P-value < 0.001) influence to earnings 

management. This described that a firm with high income to asset ratio are less prone to earnings 

manipulation while in the lower level of income can encourage manipulation to show positive financial 

results to the stakeholders. Leverage effect was positive but insignificant on earnings management (β = 

0.008, P-value > 0.05). These finding suggested that there is no clear evidence of manipulation activities 

related to capital structure.  Finally, the firm performance was measured using Tobin’s q ratio. The 

Tobin’s q has positive and significant effect (β = 0.005, P-value < 0.05) on earnings management. This 

relationship indicated that higher the Tobin’s q ratio higher the chances to manipulate the results.         

4.1 Moderation Analysis 

The relationship of earnings management with board gender diversity proxies was further analyzed 

through audit quality moderation effect. The moderation effect of audit quality with each of board 

gender diversity proxy was tested separately to avoid the multicollinearity issue of interaction terms. 

Each model was separately run and discussed in the following section.   

4.2.1 Moderation effect of audit quality between board gender diversity and earnings 

management 

Table 9 reports the audit quality moderation results between the board gender diversity and earnings 

management. Panel data fixed effect method was applied to generate the results. The model was overall 

significant (F-test = 53.924, Prob > F =0.000). R-square of this model showed that 17.2% variation in 

earnings management can be explained by explanatory variables and the interaction term 

(BGD2xAUDINDX). There was significant change in R-square (0.002) with by incorporating 

moderation effect of board gender diversity. 

The coefficients of the model indicated that board gender diversity effect become negative (β = - 0.027, 

P-value > 0.05) and insignificant in moderation. Audit quality index effect was positive and statistically 

significant (β = - 0.02, P-value < 0.001). As in moderation analysis the major concern is to analyze the 

effect of interaction term. The interaction term (BGD2 x AUDINDX) was created by taking the product 

of Board gender diversity and audit quality index. The interaction term has the negative and significant 

(β = - 0.02, P-value < 0.05) association with earnings management. This negative and significant effect 

confirmed that audit quality moderated the board gender diversity and earnings management’s 

relationship with higher the women participation in the board and the high level of audit quality causes 

to reduce earnings management practices 
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Table 8: Moderating effect of Audit Quality between Board Gender Diversity and Earnings 

Management 

A_K_BS  Coef.  t-value 

BGD2 -0.027 -1.41 

CEOBM .03*** 4.26 

BSZ -0.001 -0.51 

BDI -.119*** -6.57 

BSKIL -.175*** -10.04 

AUDINDX .02*** 2.99 

BGD2xAUDINDX -.02** -2.51 

LnTOA .015** 2.56 

ROA -.074*** -4.71 

Levrg 0.011 0.44 

TQ .005** 2.01 

Constant 0.056 0.79 

  

R-squared  0.172  

F-test   53.924 Prob > F = 000 

Number of obs   3190   

*** p<.01, ** p<.05, * p<.1 

 

4.2.2 Moderation effect of audit quality between CEO board Member and earnings 

management 

Table no 10. reports the audit quality moderation results between the CEO board member and earnings 

management. The results were obtained using Panel data fixed effect technique. Model significance 

was assessed through F-test. The model found significant (F-test = 53.334, Prob > F =0.000). R-square 

of this model was 0.17 which showed that 17% variation in earnings management can be explained by 

explanatory variables and the interaction term (CEOBM x AUDINDX).  

The coefficients output panel of the model showed that CEO board membership have positive and 

significant (β =  0.053,  P-value < 0.05)  influence in earnings management by incorporating audit 

quality index and interaction term. Audit quality index coefficient was positive but statistically 
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insignificant (β = 0.015, P-value > 0.05). The interaction term (CEOBM x AUDINDX) was created by 

taking the product of CEOBM and audit quality index. The interaction term coefficient was negative 

and insignificant (β = - 0.01, P-value > 0.05). Thus, it was found that audit quality index does not 

moderates the relationship of CEO board member and earnings management. So, presence of CEO in 

the board have control all the operations therefore audit quality cannot affect the CEO decisions 

regarding earnings management.  

Table 9; Moderating effect of Audit Quality between CEO duality and Earnings Management 

A_K_BS  Coef.  t-value 

BGD2 -.074*** -12.45 

CEOBM .053** 2.12 

BSZ -0.001 -0.49 

BDI -.12*** -6.64 

BSKIL -.175*** -10.07 

AUDINDX 0.015 1.56 

CEOBMxAUDINDX -0.01 -0.94 

LnTOA .015*** 2.59 

ROA -.074*** -4.7 

Levrg 0.009 0.35 

TQ .005** 2.03 

Constant 0.064 0.88 

  

R-squared  0.17  

F-test   53.334 Prob > F = 000 

Number of obs   3190   

*** p<.01, ** p<.05, * p<.1 

 

4.2.3 Moderation effect of audit quality between Board Size and earnings management 

Moderation effect of audit quality between the board size and earnings management results are reported 

in Table no. 11. Panel data fixed effect regression method was applied to obtain the results. F-statistics 

showed the model significance (F-test = 53.244, Prob > F =0.000). R-square of this model was also 

0.17 which showed that 17% variation in earnings management can be explained by explanatory 

variables and the interaction term (BSZ x AUDINDX).  
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Table 10: Moderating effect of Audit Quality between Board Size and Earnings Management 

A_K_BS  Coef.  t-value 

BGD2 -.073*** -12.42 

CEOBM .03*** 4.36 

BSZ -0.002 -0.47 

BDI -.12*** -6.65 

BSKIL -.175*** -10.05 

AUDINDX 0.004 0.28 

BSZxAUDINDX .001 0.26 

LnTOA .015** 2.58 

ROA -.074*** -4.71 

Levrg 0.009 0.38 

TQ .005** 2.02 

Constant 0.092 1.21 

  

R-squared  0.17  

F-test   53.224 Prob > F = 000 

Number of obs   3190   

*** p<.01, ** p<.05, * p<.1 

 

Board Size coefficient found negative and statistical insignificant (β = - 0.002, P-value > 0.05) by 

incorporating audit qualit0y index and interaction term. Audit quality index coefficient was positive but 

statistically insignificant (β =  0.004, P-value > 0.05). The interaction term (BSZ x AUDINDX) formed 

by taking the product of BSZ and audit quality index. The interaction term coefficient was positive and 

insignificant (β = 0.001, P-value > 0.05). Thus, it was found that audit quality index did not moderates 

the relationship of board size and earnings management.  

4.2.4 Moderation effect of audit quality between Board independence and earnings 

management 

Moderating role of audit quality among the board member independence and earnings management 

results displayed in table no. 12 Panel data fixed effect results described that overall model was 
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significant (F-test = 53.968, Prob > F =0.000). Variance explained by the independent variables and 

interaction term was 17.2% (R-square = 0.172). There was significant change in R-square (0.002) with 

by incorporating moderation effect of board independence. 

Table 11: Moderating effect of Audit Quality between Board independence and Earnings 

Management 

A_K_BS  Coef.  t-value 

BGD2 -.073*** -12.39 

CEOBM .03*** 4.33 

BSZ -0.001 -0.51 

BDI 0.023 0.4 

BSKIL -.176*** -10.1 

AUDINDX .043*** 2.94 

BDIxAUDINDX -.062*** -2.58 

LnTOA .015** 2.55 

ROA -.074*** -4.71 

Levrg 0.009 0.37 

TQ .005** 1.99 

Constant 0.002 0.03 

  

R-squared  0.172  

F-test   53.968 Prob > F = 000 

Number of obs   3190   

*** p<.01, ** p<.05, * p<.1 
 

The fixed effect results showed that the coefficient of board independence (BDI) was negative and 

significant (β = - 0.12, P-value < 0.001). Audit quality index coefficient was positive and statistically 

significant (β = 0.043, P-value < 0.001). The interaction term (BDI x AUDINDX) obtained by 

multiplying BDI and AUDINDX values. The interaction term coefficient was negative and significant 

(β = - 0.062, P-value < 0.001). It revealed that audit quality moderated the board independence and 

earnings management relationship. Increase in the independent members in board and higher audit 

quality minimize the earnings manipulations.  
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4.2.5 Moderation effect of audit quality between Board Skills and earnings management 

In the final model moderating effect of audit quality was sought between boards skills and earnings 

management. The results indicated that model significance (F-test = 53.240, Prob > F =0.000). R-square 

of this model was 0.17.  

Table 12: Moderating effect of Audit Quality between Board Skills and Earnings Management 

A_K_BS Coef. t-value 

BGD2 -.073*** -12.43 

CEOBM .03*** 4.36 

BSZ -0.001 -0.49 

BDI -.12*** -6.65 

BSKIL -.185*** -3.3 

AUDINDX 0.005 0.39 

VBPSKILxAUDINDX 0.004 0.19 

LnTOA .015** 2.57 

ROA -.074*** -4.7 

Levrg 0.009 0.38 

TQ .005** 2.02 

Constant 0.089 1.19 

 

R-squared  0.17  

F-test   53.24 Prob > F = 000 

Number of obs   3190  

*** p<.01, ** p<.05, * p<.1 

 

The coefficient of board skills was negative and statistically significant (β = - 0.009, P-value < 0.001) 

with addition of variables audit quality index and interaction term. Audit quality index coefficient was 

also positive and statistically insignificant (β = 0.005, P-value > 0.05). The interaction term (BSKIL x 

AUDINDX) coefficient was positive and insignificant (β = 0.004, P-value > 0.05). Therefore, it showed 

no significant moderating effect of audit quality between board skills and earnings management 
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4.3 Robustness tests 

The OLS regression basic assumptions is the homogeneity of the error term. There should be no 

inconsistent variances in the residuals plotted against fitting values in a tight fitted model. Inconsistency 

of residual variance violate the assumption of homoscedastic. Robust Standard Error (RSE) is the most 

popular method to deal with heteroscedasticity. RSE highlight if the errors are not independently 

distributed. RSE is used to convert the significance of the standard errors but not for the conversion of 

coefficients. Therefore, OLS regression performed with RSE is the reliable method to handle the 

heteroscedasticity problem. The robustness of this study model was assessed through apply RSE OLS 

fixed – effect method to inspect the results. The results were consistent with fixed effect without RSE. 

The R - square value was same as 17%. The direction of coefficient was not changed. 

6. Discussion 

5.1 CEO Board Duality and earnings management 

CEO Board duality holds a significant positive relation with earnings management at 1% level. This 

indicates that when the CEO also holds the position as the chairman, the likelihood of earnings 

management practices increases. This is consistent with hypothesis 4 which proposed that CEO-board 

duality and earnings management holds a positive relationship.  

The result also supports the agency and stakeholder theory that suggested that CEO-board duality 

decreases independency in the board as CEOs are able to control the direction of board meetings 

including the agenda, information sharing (Coombes and Wong, 2004; Persons, 2006 and Habbash, 

2010). Moreover, the result also further supports works of many scholars (Dechow et al, 1995; Saleh et 

al, 2005; Hashim and Devi, 2008; Triki Damak, 2008; Brickely et al, 1997) who also found a positive 

increase in earnings management practices with CEO-board duality. Further, the results support the UK 

Corporate Governance Codes. Recalling, a strong emphasis has been put on the separation of these two 

roles to ensure independence of the board and better monitoring.  

One shortcoming of this result is the high proportion of non-duality in the sample. Table xx notes that 

that around 83% in the sample holds separate positions of CEO and chairman. This sample is may be 

statistically unreliable as it does not capture variance in earnings management. This issue is known and 

has been observed in several studies. Xie et al. (2003) employed a sample with more than 80% of their 

sample consisting of companies constituting CEO duality while in the context of UK, Peasnell et al. 

(2005) realized that duality only existed in 24% of their sample. Brickley et al., 1997, Liu and Lu, 2007; 

Benkel et al., 2006) also noted a sample size holding high proportions of duality/non-duality of CEO 

and board chairman.  
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Another shortcoming of the result, is the measurement of the CEO-board duality variable itself. As 

noted, several studies including this thesis, holds the issue of too high proportion of non-duality of 

CEO-board. As such, a better measure for representing independence of board with CEO would be 

beneficial. One way to go further with this would be to change the measurement of the variable. In the 

specific case of the UK, the Combined Code (2003) sets out guidelines for the independence of CEO 

and chairman. These criteria can be applied to self-assess if true independence holds. Similar work is 

seen by Habbash (2010). One possible suggestion is stronger requisites to be classified as being 

“independent” chairman of the board to ensure that true meaning of the word “independent” is captured.  

5.2 Board Gender diversity and earnings management 

Board gender diversity holds a significant negative relation with earnings management at 1% 

significance level. This is consistent with hypothesis 1 which proposed that increasing females in boards 

is expected to decrease earnings management practices.  

The negative relation supports not only agency and stakeholder theory but also the UET. As noted 

previously, women are more ethical and conservative which made them better at monitoring, reducing 

agency costs. Their communication with stakeholders was also noted to reduce information asymmetry. 

Overall, it was noted that females are less likely to seek opportunistic means to obtain private gains by 

manipulating EM practices (Hambrick., 2007; Arun et al., 2015; Post and Byron 2015; Garcia Lara et 

al., 2017). The results further support prior work that found that BGD constrains EM practices 

(Krishnan and Parsons, 2008; Arun et al., 2015; Abbott et al., 2012; Kyaw et al., 2015; Na and Hong, 

2017; Gul et al., 2007; Luo et al., 2017, Wahid, 2018; Fan et al., 2019 & Triki Damal, 2018). 

Further, the results also support the UK Corporate Governance Codes. Recalling, the Davis report, UK 

Corporate Governance Code (2012) and (2014) and the Hampton – Alexander Review in 2016, there 

has been an increasing call to improve female representation in the senior teams with the initiative of 

having 33% female representation in board for 350 FTSE companies by 2020. Our sample shows that 

70% of the sample has at least one woman represented in the board of directors. This is a good 

recognition that the women on board are getting enough recognition to influence EM practices in the 

UK.  

5.3 Board Independence and earnings management 

Board independence holds a significant negative relation with earnings management at 1% level. This 

is in support of hypothesis 2 which proposed that increasing proportion of independent directors on 

board constrains EM practices.  

Recalling stakeholder and  agency theory, independent directors in boards provide better monitoring as 

financial performance does not impact them. They do not incentives to seek opportunities to obtain 

private gains (Peasnell et al., 2000a, 2000b; Peasnell et al., 2005; Post et al, 2011; Pearce and Zahra, 
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1992; Cohen et al., 2012; Fama and Jensen, 1983; Madhani 2015; Karamanou and Vafeas, 2005; Klein, 

2002). The results support the work of Peasnell et al., 2000a, 2000b and 2005 with the authors 

employing UK listed companies to find that independent directors decrease EM practices. The results 

also support the UK Corporate Governance Codes. Recalling, the first corporate governance report, the 

Cadbury report, already signified the importance of having a certain threshold of independent directors. 

Furthermore, the results also support the observation noted that the effectiveness of independent board 

directors varies when comparing Western and Eastern countries. Recalling, Eastern countries are more 

likely to be influenced by family relations and concentrated ownership. The positive impact of board 

independence on constraining EM practices also supports the notion that Western region does not hold 

these influential relations as strongly as in the East.  

5.4 Board Size and Earnings Management 

Board has been found to impact EM practices positively. However, this relation is insignificant and 

therefore, these results are statistically not significant enough to draw and conclusions on the relation.  

The results are therefore not supporting the hypothesis that larger board size decrease EM practices. 

Recalling, this hypothesis was established based on UET which constitutes that larger board sizes are 

more likely to have more knowledge in terms of experience, education, skills, independence etc. to 

control for EM practices. Further majority of prior literature also indicated towards this negative relation 

that board size has with EM practices (Xie et al., 2003; Peasnell et al., 2000a; Zahra and Pearce, 2989; 

Hashim and Devi, 2008; Khalil and Ozkan, 2016; Chouaibil, 2018; Obigbemi et al., 2016 & Triki 

Damak, 2018).  

However, to this was also a strong opposing side that contradicting stakeholder and agency theory that 

larger boards constrains EM practices under UET as they bring about higher capability in terms of 

experience, knowledge, skills etc. Several researchers found that increasing board sizes decreases EM 

practices (Xie et al., 2003; Peasnell et al, 2000a; Hashim and Devin, 2008; Khalil and Ozkan, 2016; 

Chouaibi et al., 2018; Obigbemi et al., 2016; Triki Damak & Zahra and Pearce).  

Therefore recalling, board size provided very mixed results. Therefore, it is not so surprising that the 

results come out insignificant. Further, the UK Corporate Governance Codes do not indicate significant 

stress on board size and its ability to constrain EM.  
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5.5 Board Director Financial Experience and Earnings Management 

Financial experience of board has been found to hold a negative negative relation with EM at 1% 

significance. The results are supporting hypothesis 5 which proposed that increasing financial 

experience of board directors would decrease EM practices. Under the corporate governance theories,  

having more financial experience was noted to provide more monitoring as directors would have 

suitable competences to detect any manipulations. This the results also support the notion of the 

corporate governance theories.  

Further, the results support that of Park and Shin (2004) who also reported that independent directors 

themselves do not decrease EM practices but found that independent directors that hold financial 

expertise are more likely to constrain EM practices. Further, observation also includes the correlation 

between board independence and financial experience in table 6. A high positive correlation is noted 

indicating that independent directors also hold financial background. The results are also consistent 

with the UK Corporate Governance Codes that recommends to have at least some members on the board 

with financial background.  

5.6 Internal Audit Function and earnings management 

Interacting audit quality with board gender diversity showed a significant negative relation. This 

indicates that the relationship between board gender diversity and EM was moderated to enhance the 

negative relationship by audit quality. Moreover, interacting audit quality with board independence also 

showed a significant negative relation also indicating that the relationship between board independence 

and EM was moderated by audit quality.  

However, three of the five board variables i.e. board size, CEO-board duality and board skills find an 

insignificant relation with EM practices when interacted with Audit quality (IAF) indicating that when 

the quality of audit increases, it has no impact. Further, majority of other board characteristics lose their 

significance when moderators are added. Similar results are seen by Ganesan et al. (2018). 

High collinearity can be an issue when looking at audit quality and earnings management. This is 

because of the rational assumption that if the board holds high level of supervision with independent 

members then the audit function will also act so since audit committee is a sub-committee of the board. 

One approach to reduce such collinearity is to run the model separately, one for board variables and the 

other for audit committee variables (As such, investigating both aspects in the same model can results 

in high collinearity (Habbash, 2010). Although in the analysis performed in this thesis, the moderators 

were added step by step to ensure that interaction terms do not cause multicollinearity amongst each 

other, a separation of interaction terms with board characteristics all along may have improved the 

results.  
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The UK Corporate Governance Code significantly emphasizes the importance of IAF. The results are 

somewhat indicating the importance of it in the thesis. As noted, only board gender and board 

independent directors were impacted by the interaction with audit quality. Although IAF only shows 

somewhat of a significance in this thesis, that does not indicate that the role of IAF is any less crucial. 

IAF still hold a crucial role as a control mechanism for providing true financial reporting.   

7. Conclusion 

Given the continuation of numerous cases of earnings management in the UK and its high potential 

consequences including losing investor’s trust, fines from regulations, reputational impact and even 

risking bankruptcy, research on earnings management and board composition has become one of the 

frontier in modern corporate governance research. Prior research in this filed has focused primarily on 

firm performance with earnings management emerging as a relatively phenomenon with primary 

research being conducted in the US settings. In addition, internal audit quality is added as extension to 

this thesis to assess it moderating effect on board composition and constraining earnings management 

as internal audit can act as additional check for financial reporting. Given this, this thesis investigated,  

“How does diversity in board of directors impact earnings management and what role does internal 

audit function play as a moderator in the case of UK listed companies?” 

Using panel regression models, it was found that board characteristics overall hold a significant relation 

with earnings management in the UK. All board characteristics including board gender diversity, board 

size, board independence, board financial skills, except for board size  were found to hold significant 

relation with EM practices. This indicates the importance of diversity in board characteristics in the UK 

setting that such board characteristics can have. Internal audit function was found to have somewhat of 

a significant relation on earnings management practices. However, as noted this does not indicate that 

internal audit functions is not an important controlling mechanism in the UK setting.  

6.1  Implication of the Study 

Overall the results found provides an understanding of how diversity in boards can impact earnings 

managements. Given the significant impact these board characteristics have had in the UK setting, 

regulations and governments can use these results as an indication to understand the relation that 

diversity in boards holds on such an important phenomenon of earnings management. Although the 

results of internal audit function is not reliable, it still indicates the moderating effect it holds on gender 

diversity and board independent. This should give regulators an understanding of how important these 

two board characteristics especially can be to constraining earnings management in the UK.  
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6.2 Study Limitations and Recommendations for Future Research 

This thesis holds some limitations. First limitation lies on the moderating variables. Three out of five 

board characteristics hold insignificant relations with earnings management practices when interacted 

with IAF. Although the results from this thesis showcase an insignificant relation of IAF in moderating 

board characteristics, this by no means implies that IAF are any less crucial. It is suggested to include 

separate models of board characteristics and audit to avoid any multicollinearity. Moreover, it was noted 

that CEO-board duality may not be able to explain variance in earnings management. Further, the term 

“independence” can be re-evaluated to include more strict standards which may improve results 

Recalling the delimitation section, three theories of corporate governance were applied. Digging into 

more theories can provide a comprehensive picture of the functions of boards. In the same vein, more 

board characteristics would be interesting to include. Overall, future research calls for an evaluation on 

how variables are measured to ensure they are comprehensive enough and do not cause major 

multicollinearity issues.  
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9. Appendix 

STATA Codes 

//Data Sorting and Panel Setting  

sort ID YEAR 

xtset ID YEAR 

//Generting Moderation Interaction Terms  

gen BDIV2xAUDINDX = BDIV2*AUDINDX 

gen CEOBMxAUDINDX = CEOBM*AUDINDX 

gen BSZxAUDINDX = BSZ*AUDINDX 

gen INDBMxAUDINDX = PVBIND*AUDINDX 

gen VBPSKILxAUDINDX = BSKIL*AUDINDX 

// Selection of Panel Model Fixed or Random  

// Regression analysis with Balance Sheet Accrual journal  

asdoc sum A_K_BS BDIV2 CEOBM BSZ PVBIND BSKIL AUDINDX LnTOA ROA Levrg TQ, details save(c) 

asdoc corr A_K_BS BDIV2 CEOBM BSZ PVBIND BSKIL AUDINDX LnTOA ROA Levrg TQ, append 

save(BS) 

asdoc regress A_K_BS BDIV2 CEOBM BSZ PVBIND BSKIL LnTOA ROA Levrg TQ, append save(BS) 

asdoc xtreg A_K_BS BDIV2 CEOBM BSZ PVBIND BSKIL LnTOA ROA Levrg TQ, fe append save(BS)  

estimates store fe 

asdoc xtreg A_K_BS BDIV2 CEOBM BSZ PVBIND BSKIL LnTOA ROA Levrg TQ, re append save(BS) 

estimates store re 

hausman fe re  

asdoc xtreg A_K_BS BDIV2 CEOBM BSZ PVBIND BSKIL AUDINDX BDIV2xAUDINDX LnTOA ROA Levrg 

TQ, fe append save(BS) 
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asdoc xtreg A_K_BS BDIV2 CEOBM BSZ PVBIND BSKIL AUDINDX CEOBMxAUDINDX LnTOA ROA Levrg 

TQ, fe append save(BS) 

asdoc xtreg A_K_BS BDIV2 CEOBM BSZ PVBIND BSKIL AUDINDX BSZxAUDINDX LnTOA ROA Levrg TQ, 

fe append save(BS) 

asdoc xtreg A_K_BS BDIV2 CEOBM BSZ PVBIND BSKIL AUDINDX INDBMxAUDINDX LnTOA ROA Levrg 

TQ, fe append save(BS) 

asdoc xtreg A_K_BS BDIV2 CEOBM BSZ PVBIND BSKIL AUDINDX VBPSKILxAUDINDX LnTOA ROA Levrg 

TQ, fe append save(BS) 

 

 

 

 

 

 

 

 

 

 

 


